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CHAPTER I 
INTRODUCTION 
Growth of Smal 1 Business 
Small busi~ess has continued to grow and prosper in the 1950's 
and early 1960's. This favorable trend has dispelled fears that the 
competitive economic system had become restrictive to the formation 
and growth of small firms. Many people have correlated posit ively 
size with efficiency, but this correlation has not been substantiated 
statistically. Small business is sti l l a si~nificant partner in our 
private enterprise system . George Garvy, an economist for the New York 
Federal Reserve Bank , stated in a study published for the Federal Re-
serve System: 
Neither the economies of scale nor the financial power of large 
corporations, nor the emergence of the Federal Government as a 
huge purchaser of defense goods, nor technolog ical changes favor-
ing automation, nor the bill ions of dollars spent annually on ad-
vertising have reduced small business to insignificance or even 
stifled its growth in most major sectors of the economy. There is 
still an annual growth of 50 , 000 new firms since 1948. Each year 
approximately 380,000 firms are born and 325,000 to 340,000 die . 1 
The increasing number of small firms is a desirable trend for 
our economy. These new firms stimulate and reinforce competition 
1George Garvy, •robservations Based on the Background Studies," 
in Federal Reserve System, Financing Small Business, Report to the Com-
mittees on Banking and Currency and the Select Committees on Small Busi-
ness, 85th Cong., 2nd Sess., April 11, 1958 (Washington , D. C.: U.S . 
Government Printing Office, 1958), Part I, p. 4. 
2 
through which the most efficient utilization of scarce resources is 
obtained. Therefore, it is to the advantage of everyone in this nation 
that efficiency be strengthened through the growth of small business 
and competition. Firms that do not operate as efficiently as others 
will be forced to cease operations. 
What is Small Business? 
This question is very similar to the philosophical problem, 
"What is truth?". There is no precise, all-encompassing definition of 
truth or small business. More than 99% of all businesses consider 
themselves small. Small business cannot be defined in quantitative 
terms to satisfy all circumstances. Eleanor J. Stockwell, in a study 
for the Federal Reserve System, delved into the problem of defining 
smal 1 business. She promulgated the following model definition of 
small business. 
The ideal answer would be a single answer--that would remain mean-
ingful over time, that would be realtivel~ easy to apply to con-
cerns of all sizes and in all industries. 
In the study she readily conceded that it was highly improbable that 
such a generally accepted definition could be developed. 
Small business can only be defined in terms relative to the 
specific purpose of the definition. The Federal Government has utilized 
this principle in its many agencies which have set forth a multiplic-
ity of definitions of smallness. Each definition has different quan-
2 
Eleanor J. Stockwell, ''What is a 'Small' Business?" in 
Federal Reserve System, Financing Small Business {Washington, D.C.: 
U.S. Government Printing Office, 1958), Part I, p. 151. 
3 
titative tests of smallness so as to suit the general purposes of these 
Federal agencies. 
The author of this study, therefore, will define small busi-
ness in terms relative to the theme of this paper: major external 
sources of equity financing. Equity financing can be subdivided into 
two areas: (1) public financing, (2) private financing. 
Small firms that desire public or private financing are 
limited by their financial resources to the amount of funds they can 
raise from the capital markets. The investment banking community con-
siders equity issues of $2 million or less sold to the public as small 
issues.3 Therefore, a corporation that sells stock issues of $2 mil-
lion or less to the public is considered a small corporation. 
The term, small business, as used with reference to private 
financing in this study, will utilize the definition promulgated by 
the Small Business Administration after the passage of the Small Busl -
ness Investment Ac t of 1958. The Small Business Administration 
issued regulations defining what it considers a small business con-
cern. The following are guides to be used in determining smallness by 
4 
small business investment companies: 
1. A small firm together with its affiliates must be in-
dependently owned and operated and not dominant in its field. 
2. The assets of a firm should not exceed $5 million. 
3
vincent M. Jolivet, 11 Public Financing for Small Corporations 11 
(Unpublished Ph. D. Dissertation in Finance, Harvard University, Boston, 
195 6) , pp. 9- 1 0. 
4u.s. Small Business Administration, The SBIC (Washington, 
D.C.: U.S. Government Printing Office, April, 1962), p. 9. 
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3. The net worth of the business should not be in excess 
of $2t mill ion. 
4. The average net income, after Federal taxes, for the 
preceding two years should not be more than $250,000. 
5. A small firm may qualify under other criteria established 
by the Small Business Administration. 
The author believes that the above-mentioned tests of smallness can be 
applied to all businesses seeking private financing. 
The definitions of small business used in the study are 
oriented mainly to corporations that have some access to the use of 
the capital markets. It is not the intention of this study to analyze 
small businesses {e.g., corner drugstore, corner grocery) that cannot 
use the capital markets to finance their growth. 
Problem of Study 
The growth and development of small business have been 
hindered by the lack of adequate equity financing. If small businesses 
were inherently inefficient, there would not be great anxiety concern-
inB this financial problem; but many of these firms are being con-
demned as inefficient solely because of their inability to obtain nec-
e ssary additional equity funds. 5 Small business has had difficulty in 
raising sufficient capital at reasonable costs commensurate with risk 
from external sources. This financing dilemma has been one of manage-
ment 1 s major problems. 
5 Rudol ph L. Weissman, Small Business and Venture Capital 
{New York: Harper and Brothers Publishers, 1945), p. 33. 
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The inability of most small business concerns to generate 
internally sufficient capital for their growth has further augmented 
this problem. The present tax structure has an inhibiting effect on 
the internal accumulation of capital. Most small businesses, even if 
they are consistently profitable, cannot accumulate enough funds for 
their expansion activities. 
The owners of many of these firms are financially inexperienced 
and lack the knowledge of ways and means to cope with this problem. 
Most of these executives have experience in either sales or production. 
Financial problems have been solved temporarily by obtaining short-
term funds. The problem of obtaining equity funds is usually suppressed. 
Short-term funds (one year or less in duration) usually are 
readily available to any profitable small business. The cost of this 
type of financing to these business firms is relatively high. Most of 
these businesses have a high debt to equity ratio. As a result, 
there is a greater risk incurred in financing these firms. This in-
crease in risk is reflected in the interest charges. 
Jn a study by the Federal Reserve System the following con-
elusions were reached concerning the availability of funds to small 
b . 6 usrness: 
I. The supply of short-term funds (a year or less in dura-
tion) to small business was adequate. 
2. The longer the borrowing period the more difficult it 
was to obtain funds. 
6 Garvy, loc. cit., p. 13. 
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3. The supply of long-term loans and equity capital was 
not ad~quate. 
The Small Business Investment Company Act of 1958 was passed in 
an effort to provide a source of supply of long-term funds for small 
business. The major financial problem of a small business firm is 
the acquiring of adequate equity funds from the available external 
sources at reasonable costs. 
Objectives of Study 
The objectives of this study are threefold: (1) to analyze 
the most important external methods of obtaining equity funds, (2) to 
depict clearly all the problems involved with each of the external 
sources of equity funds, {3) to study all the costs and expenses in-
volved with public and private methods of financing. 
The accomplishment of these objectives will provide small 
business management with greater knowledge of the major sources of 
equity financing. Through this knowledge, the owners will be able to 
cope with financial problems with greater foresight. The stopgap 
method of financing currently being used to meet financial crises caused 
by the lack of equity will no longer be required. 
Review of Work on Subject 
Prior to the mid 1950 1 s there was a dearth of material writ-
ten on the subject, equity financing of small business corporations. 
Occasionally an article lightly delving into the problem would be pub-
7 
1 !shed by a Governmental agency or by a business periodical. The first 
extensive study of 11 Public Financing of Small Corporations11 was con-
ducted by Vincent M. Jolivet for his Ph. D. dissertation. This dis-
sertation concentrated on the problems of the first underwritten stock 
issue of small corporations. 
The most comprehensive study of the financing problems en-
countered by small business was conducted by the Federal Reserve System 
per request of Congress. This report, Financing Small Business, was 
published in 1958, and covered all phases of small business financing. 
The results of this report were utilized by Congress for passage of 
legislation facilitating long-term financing by small business. 
In 1962, Salomon J. Flink, Ph . D. , conducted a study, Equity 
Financing of Small Manufacturing Companies in New Jersey, for the New 
Jersey Department of Conservation and Economic Development under a 
grant from the Small Business Administration. This study was a criti-
cal analysis of the financial policies of small growth firms. Dr. 
Flink also wrote a book in 1962, Equity Financing for Small Business, 
based on th is research. 
The above-mentioned studies are considered by the author 
as the most important works accomplished to date on the subject. In 
recent years, the problem of equity financing of small business has 
not suffered from indifference or lack of knowledge on the part of the 
Federal Government or the financial community. 
8 
Methods of Research 
A number of research methods were utilized in this study 
in order to obtain a better understanding of the problem. One such 
method was the preparation of case studies. Three case studies of 
growth companies were prepared. These companies, within the last four 
years, successfully had sold a first underwritten issue of common 
stock to the public. All three firms had utilized private financing 
methods prior to going public. The material for these case studies 
was obtained from a multiplicity of sources. The author conducted 
personal interviews with the management of these concerns. If pos-
sible, the underwriters involved in the financing were contacted. 
The author also analyzed the companies• prospectuses or offering 
circulars; registration statements or letters of notification; annual 
reports and other published matter . 
Although a limited number of case studies was prepared, the 
author feels that these case studies are of inestimable value to the 
analysis. Many of the problems facing small growth companies were en-
countered in these three field case studies which are included in 
Appendix I. 
The author prepared two questionnaires. One was sent to 
small companies which had recently sold a first underwritten issue of 
common stock to the public and the other was forwarded to investment 
banking firms . This was done to analyze the supply (investment bank-
ing firms) and the demand (small companies) for equity funds. The first 
questionnaire was sent to 125 small business corporations that sold 
9 
stock to the public for the first time. Forty-five percent of these 
firms answered the questionnaire. The second questionnaire was sent 
to 110 underwriting firms. All the underwriters associated with the 
small companies which received the first questionnaire were included 
on the second mailing list. Twenty-one percent of the underwrtters 
returned the questionnaire completed. Copies of these questionnaires 
are included in Appendices I I and I I I of the study . 
The author also conducted an extensive interviewing program. 
People in industry, finance and Government were interviewed concerning 
their roles in equity financing of small business. Some of the most 
Informative interviews were conducted with Government regulatory 
agencies. The author interviewed people at the Securities and Ex-
change Commission and the Small Business Investment Division of the 
Small Business Administration. 
During interviews with investment banking firms, many pro-
spectuses of first issues of stock sold to the public were obtained. 
Information gathered from these prospectuses and from registration 
statements inspected at the Securities and Exchange Commission was use-
ful in analyzing terms and costs of underwriting agreements. 
Many other published sources were utilized to gather in-
formation for this study. The author believes that the research con-
ducted has established an adequate base necessary for the preparation 
of a study on 11 Equity Financing of Small Business Corporations. 11 
The greatest area of concentration of this thesis will be on 
public financing of small business corporations . Chapters I I through 
VI I will cover in chronological order the steps involved in obtaining 
10 
public financing. These chapters will be directed mainly toward those 
corporations issuing stock for the first time. The problems and 
costs involved in this method of obtaining equity financing will be 
depicted. 
Private financing will be divided in this paper into two 
areas of investigation: {l) financing through individual investors 
and financial institutions {excluding SBIC 1 s), {2) small business in-
vestment companies. Chapters VI I I and IX will analyze these two 
methods of equity financing. 
The final chapter of this study will present conclusions 
and set forth the constructive implications of this thesis. 
CHAPTER I I 
CONSIDERATIONS REQUIRED BY MANAGEMENT 
IN PUBLIC FINANCING 
The decision to sell securities to the public is one of the 
most important policy decisions that a small firm makes in its corpo-
rate existence. The public sale of securities to raise equity cap ital 
is an irrevocable act. There are a number of initial considerations 
that the ownership of a small business corporation must be cognizant 
of prior to obtaining needed risk capital through public financing. 
A hasty decision without much thought as to the consequences can lead 
only to financial folly. 
Many of these considerations will be discussed in t h is chap-
ter. 
Type of Security 
A small corporation considering public financing should sell 
that type of security which has great appeal to the inve s ting pub l ic 
and will not burden the firm with financial obligations that wi ll ob-
struct its growth. The small company also must be able to sell the 
security in sufficient quantity in order to provide needed funds for 
the firm 1 s financial requirements. The types of securities most fre-
quently uti 1 ized by small bus i ness corporations in public financing 
are: (l) common stock, (2) convertible preferred stock (cumulative), 
(3) convertible debentures . These three types of securities will be 
11 
12 
discussed briefly so as to determine how suitable they are for a pub-
1 ic offering by a small corporation. 
Common stock 
This type of security represents ownership rights in a corpo-
ration. A public offering of common stock is the most prevalent type 
of financing arrangement uti llzed by small corporations. This type 
of security fits the initial premise of this topic as it is most at-
tractive to the investing public because of its potential capital ap-
preciation. Also, a public offering of common stock does not burden 
a company with fixed financial obligations. Dividends paid to stock-
holders of the corporations are not fixed financial obligations. They 
are declared and paid at the option of the directors of the corpora-
tions. 
Convertible preferred stock (cumulative) 
The owners of this type of stock have a preferred position 
as to dividends and assets of the company. The holders of this type 
of preferred stock receive a fixed amount of dividend income (unless 
preferred stock has participation features) and are allowed to share 
in the company's future growth and prosperty through the conversion 
privilege. 
The main deterrent to this type of security is that a small 
corporation has to be able to meet the recurring large dividends on 
the preferred stock. These dividends must be comparatively large in 
order to attract investors. Most small firms, because of their 
rapid growth and instability of earnings, have difficulty meeting 
these dividend requirements. 
Convertible debentures 
13 
This is a type of bond which can be converted into common 
stock at the option of the holder. The purchasers of this security 
are considered creditors of the firm. If the small corporation pros-
pers these creditors can change their status to an equity position by 
converting their debentures. 
Small corporations generally must offer a high interest 
rate on these convertible deventures in order to interest purchasers. 
A small firm must have a strong financial position so as to be able to 
utilize this type of security. Most small companies cannot sell con-
vertible debentures because of the instability of their earnings. A 
default in the payment of these creditors can result in loss of con-
trol of the company by the present management or the cessation of 
business operations. 
Table 1 shows the results of the author's survey of under-
writers (Appendix I I I) concerning the type of security they recom-
mend for a privately owned small corporation interested in a public 
offering. 
Fifty- eight percent of the underwriters in the survey 
recommended that a small corporation utilize common stock for its 
initial public offering. Only 21% of the underwriters recommended 
convertible preferred stock or convertible debentures. The remain-
ing 21% of the underwriters indicated that the type of security they 
would recommend depends on the condition of the stock market . 
14 
TABLE 1 
SECURITIES RECOMMENDED BY UNDERWRITERS 
FOR A FIRST PUBLIC OFFERING 
Type Frequencya 
Common stock 14 
Convertible debentures 4 
Convertible preferred stock 
Others--depending on circumstances 5 
a 
%of A 11 
Answers 
58 
17 
4 
21 
Some underwriters recommended more than one type 
of security. 
The author believes that small corporations should attempt 
a public offering only when stock market conditions are receptive to 
small new issues. The security with the greatest appeal to potential 
investors under such stock market conditions is common stock. Also, 
since most small firms interested in public financing are expanding 
rapidly and have unstable earnings, it is very difficult for these 
firms to cover recurring fixed obligations. Therefore, the author 
recommends that a small corporation utilize common stock for its initial 
public financing. 
Size of Common Stock Issue 
There are a number of factors for an owner of a small firm 
to consider in determining the size of a common stock issue. The pri-
mary determinant of the size of the issue should always be the 
15 
financial needs and requirements of the business. Some major second-
ary considerations by management are: (1) underwriter, (2) Securities 
and Exchange Commission regulations, (3) control, (4) after-market. 
In the following section the primary and secondary considerations in 
determining the size of an issue will be discussed. 
Primary determinant--financial needs 
and requirements of the business 
The first question an owner of a private corporation seek-
ing public financing should answer is : What are the financial needs 
and requirements of the business? This question should not be answered 
hastily by management . The future financial condition of the business 
depends on an accurate estimation of the financial resources needed. 
The owner should establish minimum and maximum requirements for funds . 
If the owner underestimates his capital needs the company may find 
itself in serious financial difficulty in the near future . Many 
projects started may not be completed because of an underestimation 
of financial requirements. Also, an overestimation of needed funds 
is not a good financial policy . because earnings per share will suffer 
as a result of a lack of complete utilization of the funds by the com-
pany. 
An owner of a small private corporation seeking public fl-
nancing must analyze carefully his future business plans. Then a 
careful estimate must be made to determine the amount of funds which 
will be needed to carry out these plans. Thus, when an owner then 
goes to an underwriter, he will know the minimum and maximum funds 
16 
required. This careful analysis of the amount of funds needed will 
aid greatly in the presentation to the underwriter. 
Secondary determinants 
Underwriter 
Many underwriters establish a limit on the size of an issue 
that they will consider underwriting. If a corporation is interested 
only in a small amount of funds, it may have difficulty in obtaining 
an underwriter. In a survey of underwriters (Appendix I I I) the author 
questioned these investment bankers on the minimum size stock issue 
they would underwrite. Table 2 contains the results of this question. 
TABLE 2 
MINIMUM SIZE STOCK ISSUES 
HANDLED BY UNDERWRITERS 
Size of Issue Frequency 
Under $150,000 
$150,000 to $300,000 4 
Not less than $300,000 5 
$500,000 to $1,000,000 9 
$1 to $2 mi 11 ion 
%of All 
Answers 
5 
20 
25 
45 
5 
This survey gives an indication of how di fficult it is to 
obtain an underwriter to handle issues of less than $300,000. Only 
17 
25% of the underwriters indicated that they were interested in under-
writing stock issues of less than $300,000. It is nearly impossible 
to find an underwriter interested in an issue of $150,000 or less. 
Many underwriters interviewed by the author believe that the minimum 
economical size of an issue is $300,000. The cost of flotation of any 
issue less than this amount was considered prohibitive for small corpo-
rations and therefore these underwriters did not want to handle these 
issues. 
Securities and Exchange Commission regulations 
Common stock issues of $300 ,000 or less are exempt from 
registration with the Commission. This exemption is granted pursu-
ant to Regulation 11A11 of the Commission. Security issues of more 
than $300,000 require full and complete registration with the Com-
mission. This process of registration requires more preparation by 
the company and is more costly. A company cannot publicly offer its 
stock for sale until the Commission declares its registration state-
ment effective. This registration process is required by Regulation 
11 C11 of the Commission. 
In one of the field cases, Document Reference Corporation 
(Appendix I), the time required for a Regulation 11 C11 issue to become 
effective greatly influenced the company in its decision to float a 
Regulation 11A11 issue of $300,000. The management of Document Reference 
Corporation believed that $300,000 would satisfy its minimum require-
ments. They desired funds as soon as possible so the company could 
diversify its operations into a new field. 
18 
Control 
Many owners of private corporations fear that when they go 
public they will loose control of their firms. Actually, this fear is 
not justified. Control is more uncertain when large minority interests 
in the company are held by one or a small group of individuals rather 
1 
than if common stock is sold to the public. 
The loss of control of small businesses is rare because of 
2 
the following reasons: 
1. The majori~y of the voting control usua l ly is main-
tained by the old stockholders . 
2. The common stock is held by a few hundred investors, 
each owning a small number of shares. 
3. The thin secondary market will drive up the price of 
the stock if anyone attempts to purchase a large quan-
tity. 
4. The management of a small company is the prime asset of 
a small corporation . 
5. The price of new issues is usually above raiders or 
interested companies . 
The owners of a small corporation in order to obtain needed 
equity funds will usually not have to give up a majority of the voting 
1 Maxwell J. Mangold, How Public Financing Can Help Your 
Company Grow (New York: Pilot Publication, 1959), p. 13. 
2 J o 1 i vet , op . c i t. , p . 3 6 . 
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control in their company. Most underwriters prefer to have the owners 
maintain a substantial interest in the business. If too large a por-
tion of the voting power is sold to the public, it will seem as if the 
management is planning to depart from the company. In the author's 
survey of small publicly held business corporations (Appendix I I), 
these firms were questioned on the amount of voting control held by 
outsiders. Table 3 contains the results of this survey. 
The most frequently me ntioned percentage of stock publicly 
held was between 25% and 40% . An interesting trend can be observed 
from this table. Corporations that sold Regulation ''C11 issues ($2 
million or less} had less stock publicly held t han corporations that 
sold Regulation 11A11 issues ($300,000 or less}. This inverse rela-
tionship can be explained in the following manner: The companies sell-
ing the smaller issues are more speculative and must give up more 
voting control in order to compensate for the risk involved; the compa-
nies selling Regulation 11 C11 stock issues are larger and more secure 
corporations. They have to sell less equity to the public in order to 
obtain their desired financial requirements. 
After-market 
The size of the stock issue should be large enough so that 
an underwriter can maintain an active after-market so that the in-
vesting public can buy or sell the stock easily. If the issue is very 
small and there is a limited number of stockholders, it wi 11 be 
difficult for the underwriter to maintain a market for the security. 
TABLE 3 
VOTING STOCK PUBLICLY HELD 
Tota 1 Reg 11A11 Issues Total Reg 11 C11 Issues Total Stock Issues 
Percentage ($300,000 or less) ($2 million or less) 
% of % of % of 
Frequency Answers Frequency Answers Frequency Answers 
Under 10% 1 4 1 3 2 3 
10% - 25% 3 12 10 35 13 24 
N 
25% - 40% 8 31 10 35 18 33 0 
40% - 50% 9 35 3 9 12 22 
Over 50% 5 18 5 18 10 18 
21 
Shareholders will not be able to sell readily their investment. This 
lack of liquJdity will create a great amount of dissatisfaction among 
the stockholders. A poor after-market will hamper f uture public fi-
nancing plans. 
Alternate Sources of Financing 
The entrepreneur of a small business interested in raising 
capital should investigate all the sources of funds available to his 
firm. A decision on which method to utilize should not be made until 
all the sources of financing have been analyzed carefully. A small 
corporation should not sell common stock to the public just because it 
is the current vogue. 11 The die is cast11 once a company sells stock 
to the public. This is one of the most important decisions for the 
owners of a small corporation to make. 
In an effort to determine the alternate sources of financin g 
available to small corporations, the author asked the following ques-
tion in a survey of small business corporations which had recently 
gone public (Appendix I I): What alternate sources of financing were 
available, if any? Table 4 indicates, by the size of the public offer-
ings, the alternate sources of financing available to these corporations 
at the time of their public financing. 
The following distribution (in Table 4) of alternate sources 
of financing available to companies floating Regulation 1 ~N 1 issues 
($300,000 or less) and Regulation "C 11 issues ($2,000,000 or less) shows 
them to be very similar . 
TABLE 4 
ALTERNATE SOURCES OF FINANCING 
Regulation 11Al 1 Regulation 11 C11 Total 
Common Stock Issues Common Stock Issues Common Stock Issues 
a ($300,000 or less) ($2 million or less) Sources 
%of All %of All %of All 
Frequency Answers Frequency Answers Frequency Answers 
N 
Bank loans 10 28 12 31 2 29 N 
Public sale of 
debentures 4 1 1 6 15 10 13 
Public sale of pre-
ferred stock 3 8 3 8 6 8 
Private placement 14 39 14 36 28 38 
None 5 14 4 10 9 12 
a 
Some firms had more than one source available. 
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The most frequently mentioned alternate method of financing available 
to these firms was private placements. This is the private sale of 
equity or debt to one Individual or a small group of investors. 
The second most frequently mentioned alternate source of fi-
nancing was bank loans. This is only a short-term source of funds be-
cause of the maturity of most bank loans. Many of these corporations 
would not have been able to accomplish their objectives by utilizing 
this source of funds. 
Nine small firms 'replying to the survey stated that they did 
not have any alternate source of financing available to them when they 
went public. The author analyzed the cost of public financing of two 
of these firms that did not have alternate sources of financing. These 
two corporations• cost of flotation averaged 43% of the gross proceeds. 
A large portion of this cost resulted from stock warrants given the 
underwriter to purchase common stock at substantially less than the 
public offering price. The author believes that the high cost of flo-
tation paid by these two corporations for a public offering can be 
directly attributable to the poor bargaining position of these corpora-
tions because of their lack of alternate sources of financing. 
Main Reasons for Public Financing 
There is a multiplicity of reasons why small, privately 
owned corporations desire to obtain needed funds through public fi-
nancing. Some of these reasons are financial and others are for the 
owners• personal gain. Financial motivations mainly benefit the 
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business operations. In a questionnaire sent to small corporations 
that recently sold stock to the public (Appendix I I), the following 
question was asked: What was the main reason you decided to sell com-
mon stock? Table 5 contains the results of this survey, broken down 
by the size of the issue . 
Financial reasons 
Need for immediate working capital 
Many small firms have difficulty in maintaining adequate 
working capital. As a company's sales increase, liquid funds are 
needed to maintain increased receivables and inventory. Many firms 
have resorted to public financing to meet their immediate working cap-
ital requirements. Usually their borrowing capacity already is 
s tretched as -far a s poss ible, 
Thirty percent of all the small firms, in Table 5, stated 
that this was the main reason they went public. The frequency of this 
reason declined for Regulation "C" stock issues . This indicates that 
the larger the issue the les s 1 ikely it was for a firm to go public 
for immediate working capital as it had alternate sources of funds 
available to it. 
Fixed asset requirements 
Most small corporationsdo not have sufficient funds for 
modernization and replacement of obsolete or worn out equipment. As 
a result of the increase in replacement cost of fixed assets the 
depreciation allowances of a corporation do not provide suffic ient 
TABLE 5 
REASONS FOR GOING PUBLIC 
Total Regulation "A" Total Regulation "C" 
Stock .1 ssues Stock Issues Total Stock Issues 
Reasons ($300,000 or less) ($2 million or less) 
% of % of % of 
Frequency Answers Frequency Answers Frequency Answers 
Need for immediate 
working capital 11 37 8 23 19 30 
Fixed asset re-
quirements 3 10 4 11 7 11 N 
V1 
Equity required 
for growth 15 50 18 51 33 51 
Allow individual 
owners to withdraw 
ownership 1 3 3 9 4 6 
Other: 
Favorable stock 
market -- -- 1 3 
Evaluation of 
estate -- -- 1 3 
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funds for this purpose. It is very difficult for a small corporation 
to go public just to obtain funds for modernization and replacement 
of equipment. There usually has to be an indicati on of growth con-
notated with the purchase of fixed assets. 
As shown in Table 5, fixed asset requirements was the least 
important financial reason for equity financing. Only 11% of the 
total firms stated that it was their main reason for going public. 
Equity required for growth 
A major financial problem of many small business corpora-
tions is their lack of sufficient equity funds to support their growth 
rate . These companies need more long-term risk capital in order to 
diversify and support expanded business operations in the future. 
Short-term sources of funds have been utilized to support past growth. 
The borrowing capacity of these companies has been affected adversely 
by a high debt to equity ratio. 
In Table 5, equity re·quired for growth was mentioned 51% of 
the time. The frequency of this answer was substantially greater than 
the second most important financial reason: need for immediate work-
ing capital {30%). This clearly indicates the need of equity funds 
by small growth corporations. 
Personal reasons 
Allow individual owners to withdraw ownership 
Owners can obtain funds by the sale of the company 1 s common 
stock for their own accounts. This usually is accomplished with a 
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public sale of CQmmon stock for funds for the company. There are a 
number of reasons why owners may sell stock for their own accounts. 
They may wish to diversify their investment, retire from active par-
ticipation in the business, settle conflicts among owners as well as 
many other miscellaneous personal reasons. 
Only 6% of the owners stated that this was their main reason 
for selling stock to the public. This was the most important personal 
reason for going public. 
Favorable stock market 
A rising stock market creates a favo~able condition for 
public financing. The speculative mood of the investor is increa sed 
by this condition. Small firms will have less difficulty in selling 
their stock to the public. The owners will receive a higher price 
for their stock. During the "Bull Market' ' of the early 1960's, many 
family-owned private corporations sold their stock to the public be-
cause of the high price per share investors were willing to pay for 
the stock. 
This reason for going public was mentioned only once in 
the author's survey. 
Evaluation of estate and estate taxes 
If the owner of a small corporation pies, the market value 
of the stock will be used by the Internal Revenue Service for the 
evaluation of the estate. If the company is a privately owned firm 
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the Government will capitalize earnings to establish a value . If net 
worth is small, taxes may ta ke most of the money obtained f r om the 
sale of the business. 
If a firm is privately owned, the assets of the firm may 
have to be sold to pay estate taxes. Stock of a public corporation 
can be sold in order to pay the estate taxes. The business operations 
do not have to be disrupted. 
Only one small company in the survey stated that it sold 
stock to the public for estate purposes. 
Financial vs.personal reasons 
Ninety-two percent of all corporations answering the ques-
tionnaire stated that their main reason for public financing was to 
obtain additional financial resources for their companies. Only 8% 
had personal motives for going public. 
The author believes that a small corporation's main reason 
for going public should be one that will aid financially business op-
erations. A personal motive should not be the primary reason for go-
ing public. Personal desires should be secondary to the financial 
needs of the corporation. The primary sale of equity to the public 
for personal reasons accounts for the significant degree in differences 
in the underwriting terms accepted by small corporations . 3 
3salomon J. Flink, Equity Financing of Small Manufacturing 
Companies in New Jersey, Small Business Management Research Report, 
Prepared for the New Jersey Department of Conservation and Economic 
Development (Trenton, New Jersey: March 1962), p.53. 
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Criteria for a Public Issue 
Until recently, large Wall Street firms have felt that the 
prerequisites for public financing of a corporation were a net 
worth of at least $5 million, a financing problem which would in-
volve a minimum need of the same amount, and a record of consis-
tent earnings and sales.4 
These prerequisites established by the financial community 
eliminated the capital markets as a source of equity for small busi-
ness. In the past 10 years there has been a drastic change in the 
criteria maintained by investment bankers toward small business fi-
nancing. The financiers have been encouraging small business to uti-
lize public financing methods when market conditions are favorable. 
This 11 going public binge11 culminated in 1961 when the stock market was 
rising and investors were in a speculative mood. Examples of the size 
of companies using public financing methods in the early 1960's can 
best be seen in Table 6. 
The size of the small companies using the capital markets is 
quite discernible from Table 6. Most of the firms that sold stock for 
$300,000 or less had assets and sales of less than $500,000. The rna-
jority of firms that sold stock for more than $300,000, but for less 
than $2 million, had assets and sales of more than $1 million. Only 
a small percentage of all the small companies surveyed had assets and 
sales of more than $3 million. These results vividly depict the ex-
tent to which the criteria for public financing of investment bankers 
have changed. Most of the firms in this survey would never have been 
able to interest an underwriter several years ago. 
H. Stanley Krusen, "Equity Financing for Small Business," 
Dun's Review and Modern Industry, May 1959, p. 59 . 
TABLE 6 
SALES VOLUME AND TOTAL ASSETS 
Tota 1 Regu 1 at I on 11A11 Total Regulation "C" Total ($300,000 or less) (Under $2 million) 
Amount 
% of % of % of 
Frequency Answers Frequency Answers Frequency Answers 
Sales Volume 
Under $500,000 17 65 1 3 18 33 
w 
$t - $1 million 5 19 27 7 7 13 0 
$ 1 - $2 m I 11 I on 2 8 5 17 7 13 
$2 - $3 m I 111 on 1 4 6 21 7 13 
$3 - $4 mi 11 ion 1 4 15 52 16 28 
TABLE 6--Continued 
Total Assets 
Under $500,000 18 69 6 21 24 44 
H· - $ 1 m i 11 ion 5 19 4 15 9 17 
$1 - $2 m i 11 ion 2 8 6 21 8 15 
$2- $3 million -- -- 3 11 3 6 
$3 - $4 m i 11 ion 1 4 9 32 10 18 
w 
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It is not possible to determine in quantitative terms the 
present prerequisites for a small company considering pub! ic financing. 
Each firm is different and must be analyzed separately. However, a 
general statement can be given concerning prerequisites for public fi-
nancing. 
One of the most important tests of whether a company is 
suitable for public financing is its ability to obtain an underwriter. 5 
An underwriter will analyze the company and the stock market so as to 
determine the chances of success of a public offering of stock. A 
small corporation should not go public unless it can obtain an under-
writer. 
Prior to underwriting a small firm an underwriter will study 
the company in an effort to determine whether the firm has a strong 
growth potential. The past financial history of the company will be 
perused to determine the trend of business operations. The under-
writer also will investigate the experience and reputation of the 
management. After analyzing all the internal factors, the underwriter 
will study the external factors--the stockmarket and the mood of the 
investor. If all factors are favorable, the underwriter will handle 
the company 1 s stock issue. 
An example of how arbitrary the criteria are for floating a 
public issue can be observed in the author's case study of Comet, In-
corporated (Appendix 1). This corporation floated a Regulat ion 11 C11 
5 Jo 1 i vet, op. cit., p. 83. 
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issue for $740,010 . The growth potential of the company and the vogue 
in electronic issues allowed Comet, Incorporated to sell its common 
stock to the public after only one year of operation. Comet, because 
of the above-mentioned factors, also was able to obtain a national 
underwriting firm to handle its issue of common stock. 
Proper Timing for Public Financ ing 
The problem of determining the most advantageous time for 
the sale of equity is very difficult for small corporations. They 
usually do not have financial advisers to assist them with this prob-
lem. Most of the time, owners of small businesses are interested only 
in obtaining needed funds and do not consider the problem of timing. 
A company interested in public financing must analyze this problem 
from two interrelated aspects: {1) preparing the small corporation, 
(2) the stock market and the psychological mood of the investor. 
Preparing the small corporation 
The main objective of a public offering by a small firm is 
to obtain the needed funds by selling the smallest proportionate equity 
interest to the public. A strong bargaining point in accomplishing 
its objective is to have substantial earnings and a large net worth in 
the business. Many privately owned small companies have a tendency to 
understate profits for tax reasons. This understatement of profits 
also will understate the company's net worth. It may be advantageous 
for a company to defer its public financing plans and attempt to max-
imize profits and net worth. 
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This policy of maximizing profits and net worth was utilized 
by Eastern Development Corporation (author's field case, Appendix 1). 
This company decided to maximize profits before it attempted public 
financing. Eastern also invited an investment banker to sit on its 
board of directors and advise the company on financial matters. This 
provided the company with an individual who could facilitate the timing 
of Eastern's public financing greatly •. 
The author interviewed one owner of a small firm that was 
considering equity financing. The individual stated that in the 
past year he had decided to prepare his company for a public issue of 
stock, maximizing profits so as to build up his company's financial 
statements. When the author suggested that he should consider broad-
ening his board of directors by bringing in an outsider with financial 
experience, the author was quickly rebuffed. This owner stated that 
he did not want any outsider "eavesdropping'' on his business operations. 
What will happen when this company goes public? 
Improving the financial statements and placing an outsider 
on the board of directors can facilitate greatly a small company's 
problem of timing. A small corporation has very little control over 
the external factors affecting timing--stock market and the psychological 
mood of the investor. 
Stock market and the psychological 
mood of the investor 
The stock market and the psychological mood of the investor 
are two interrelated variables which are constantly changing. These 
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two variables hold the key to either success or failure of public fi-
nancing, no matter how carefully a company prepares for a stock issue. 
A small company with a promising future, even if it· does not have a 
strong financial position, will have very little difficulty in success-
fully selling its stock to the public as long as the stock market is 
rising and the investing public is optimistic. 
The importance of these two factors is demonstrated in all 
of the author•s case studies (Appendix 1). These firms did not have 
impressive earnings records or strong financial positions. They all 
sold stock in a period of a rising stock market which in turn increased 
the speculative mood of the investors (1959 through 1961). After 
their public financing, their common stock on the over-the-counter 
market more than tripled in value . 
The author reversed these two variables and analyzed public 
financing in a period of a declining or unstable stock market which in 
turn caused a change in the mood of investors. This analysis verified 
the importance of these two factors. 
In December 1961, the stock market reached its peak and 
started to decline. On May 28, 1962, the gradual decline in the pre-
vious months culminated in a sharp plunge. The number of public of-
ferings also decline sharply. The largest decrease was in the smaller 
common stock issues of $2 million or less . 6 The main reason the 
smaller issues had the sharpest decline was the result of the loss of 
6 Wall Street Journal, July 25, 1962, p. 7. 
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speculative appeal of these stocks. No longer was a small growth com-
pany's stock doubling and tripling in value . In fact, most of these 
stocks declined further than the average stock market dec] ine . The 
stock market was no longer reinforcing the speculative mood of the 
investors , but instead was having a reverse effect on the investing 
public. 
The author questioned the management of the firms in the 
three case studies, on the effect the stock market decline had on 
future public financing plans. All three companies stated that they 
had indefinitely postponed any future public financing plans until 
there is a noticeable improvement in the stock market. 
In an effort to determine the extent of the decline of in-
terest in small firms' first underwritten issue of common stock, the 
following questions were asked in a questionnaire sent mainly to 
underwriters of small issues (Appendix I I): (1) What percentage of 
your clientele is presently interested in small business corporations' 
first underwritten issue of common stock? (2) Has interest waned 
since the decline of the stock market? 
Table 7 shows how the underwriters answered these questions. 
In answer to the first question, 72% (a and b) of the under-
writers answering this question stated that 40% or less of their cli-
entele a re interested presently in small business corporations' first 
underwri t ten issue of common stock. This survey was directed at under-
writters who were actively engaged in underwriting small issues . 
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Therefore, the clientele of most of these firms would be one that 
would be interested in new small issues . The following results indicate 
a decline in interest in this type of investment. This conclusion was 
verfied further by the answers to the second question . Ninety percent 
of the underwriters answering this question stated that interest has 
waned in new small issues since the decline of the stock market. 
TABLE 7 
PERCENTAGE OF CLIENTELE INTERESTED IN SMALL BUSINESS 
CORPORATIONS' FIRST UNDERWRITTEN ISSUE OF 
COMMON STOCK 
Clientele Frequency 
a. Under 200/o 6 
b. 20% - 40% 7 
c. 40% - 60% 
d. 60% - 80% 2 
e. Over 80% 2 
Has Interest Waned Since the Decline 
the Stock Market? 
a. Yes 18 
b. No 2 
%of A 11 
Answers 
33 
39 
6 
11 
11 
of 
90 
10 
The results of this analyzation further support the prem-
ise that the two most important factors in determining the success of 
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public financing for small corporations are a rising stock market and 
a speculative mood of the investing public. A small firm must have a 
certain amount of potential so as to insti 11 in the investing public 
a speculative urge. 
Therefore, a small company, in determining the proper timing 
of a public issue, must attempt to determine the optimum time for pub-
lie sale of equity and balance it with the optimum opportunity available 
7 
for use of the funds. 
Management 1 s Responsibilities to New Stockholders 
The owners of small corporations must consider the impact 
of public financing on their future policies and procedures. A pri-
vately owned company has a substantial amount of freedom in making 
major decisions. A corporation which is publicly owned must take into 
consideration the reaction of its stockholders to any policies and 
procedures affecting the firm 1 s financial position. Many owners of 
small companies have sold stock to the public without considering what 
their responsibi 1 ities wi 11 be to the new stockholders . Dr. Salomon 
Flink reported that only 5 of the 79 small corporations interviewed 
seriously considered the impact of publi c financing on their future 
8 
managerial prerogatives. This lack of consideration of the additional 
responsibilities created by public financing can have a detrimental 
effect on a company 1 s future financing capabilities. 
7Jolivet, op. cit., p. 266. 
8F 1 ink, op. cit., p. 58. 
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The management of a small publicly owned corporation must 
realize that it now has stockholders who are very interested in the 
market value of the common stock. These stockholders expect the com-
pany to follow policies and procedures that are conducive to their 
interest. Great dissatisfaction with the management can develop if 
the market value of the company•s stock declines as a result of cer-
tain actions of the old owners. It is, therefore, important that 
publicly owned small corporations consider the reaction of their stock-
holders and of the stock market to any new policies or procedures pro-
mulgated. 
Another responsibility to new stockholders of the management 
of publicly owned corporations is to keep them informed of develop-
ments occurring within the company ~ Informative annual reports should 
be prepared and sent to all the stockholders. In these reports there 
should not be any deliberate attempt to conceal derogatory information 
from the stockholders. Interim reports of progress of the company also 
should be made public knowledge through press releases. The stock-
holders and the general public should be encouraged to tour the com-
pany•s facilities. This active public relations program will increase 
public interest in the corporation and facilitate any future public 
financing plans. 
It is imperative that the managements of small publicly held 
corporations exhibit a keen sense of responsibility toward their 
stockholders. 
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Advantages and Disadvantages of Public Financing 
In recent years many firms have utilized public financing 
in order to tap the capital markets for needed funds for growth and 
development. Small companies must realize that this method of financ-
ing is not a panacea for success. There are many advantages and dis-
advantages to public financing. Owners of small companies must study 
these advantages and disadvantages and determine for themselves wheth-
er to sell stock to the public. This section will provide a synop-
sis of the major advantages and disadvantages of public financing. 
Advantages 
Source of needed funds for growth 
Most small businesses are perennially in dire need of more 
equity funds. These firms have been unable to generate internally 
enough funds to satisfy their requirements. The present tax structure 
hinders the accumulation of funds needed for expansion and moderniza-
tion. Small firms have been forced to look to external sources in 
order to obta in risk capital. The sale of common stock to the public 
has provided some of the required funds . 
Earnings of most small businesses are very unstable. It is 
very important that a small company does not burden itself excessive-
ly with fixed charges. That is why it is dangerous for a small firm 
to accumulate a large percentage of debt. The sale of common stock 
to the public provides the corporation with risk capital without large 
fixed charges . · 
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Strengthens financial condition 
The sale of equity to the public can make a weak balance 
sheet strong by improving the ratio of debt to equity. Public financ-
ing also improves a corporation's working capital and 1 iquidity posi-
tion. 
As a result of the improvement in the balance sheet, a small 
firm will be able to borrow more funds at better terms . The new equi-
ty in the company al so will expand the company's borrowing capacity. 
Market value of stock 
There are many advantages to management to have a market 
value on its company's stock. A small corporation that is publicly 
held usually has a larger market value than a book value per share of 
stock. A market value generally will increase the value of the owner's 
personal investment. 
The evaluation of an estate of an owner of a company is 
facilitated by a market value on the stock of the firm. The Internal 
Revenue Service capitalizes earnings in order to establish an evalua-
tion of an estate if there is no market value on the stock. Business 
operations will not have to be disrupted to pay estate taxes, if the 
company is publicly held . The deceased's stock can be sold to pay 
these taxes. 
Another advantage of a market value on a firm's stock is 
that stock options can be offered to key employees in an attempt to 
induce them to remain with the company . This gives key employees an 
incentive to perform efficiently, as they will benefit personally from 
the prospering of the business. 
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The market value on a company's stock also facilitates the 
purchase of other firms. Most mergers are consummated by the exchange 
of stock by the companies involved. A market value can be very advan-
tageous in negotiations with othe r private corporations because market 
value is usually higher than book value. 
Diversification of investment 
An individual who takes his privately held firm public can 
also sell stock for his own account. These funds then can be invested 
in other ventures. The owner thus avoids having all his "eggs in one 
basket. " If the business has reverses, he will not loose all of his 
financial resources. Personal motives should not be the primary 
reason for going public. 
Disadvantages 
Cost of equity 
This cost can be divided into cost of flotation and cost of 
capi~l. The initial cost of floating a small issue to the public is 
somewhat expensive. Underwriters ' commissions are high for common stock 
because of the distribution problem and the risk involved. The other 
expenses that accompany a public issue are mainly fixed. As a result 
of the fixed nature of these expenses they take a larger percentage 
from a small issue than a large issue. 
The cost Df capital on an initial pub] ic issue is measured 
by the effect on earnings per share. The high cost of flotation 
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reduces the amount of funds actually being invested in the business. 
When equity is sold to the public, the funds obtained must be utilized 
to maintain or increase the earnings per share. 
Dilution of control 
Management's decision making prerogatives are tempered be-
cause of the public sale of stock. It is management's responsibility 
to answer to the stockholders for any policies and procedures adopted 
affecting the company's operations. The old owners no longer have 
complete freedom In the operation of the business. It is a lso man-
agement's responsibility to keep all the stockholders informed of the 
company's progress. 
Public financing preparations 
Preparations for a public offering require a substantial 
effort on the part of management . This preparation takes these in-
dividuals away from the operation of the business and may have an ad-
verse effect on the company. Various tasks have to be performed by 
management involving financial and legal matters . 
Revelation of information 
A small company that goes public must reveal financial and 
other information to the public. Some of the information revealed may 
be helpful to competitors. This places the company at a disadvantage 
with its competitors that do no have outside stockholders to whom to 
report . 
CHAPTER Ill 
THE ROLE AND THE SElECTION OF THE UNDERWRITER 
The underwriter is the middle man between the supply of funds 
(investors) and the demand for funds (business). Underwriters in the 
financial community act in a merchandising capacity. They usually 
will buy securities from business corporations and sell them to in-
vestors at a profit. Occasionally, they use only their ''best efforts" 
to sell a company's securities. The underwriter facilitates the flow 
of capital and aids in the expansion of our economy. 
Most underwriting firms have a 1 imited amount of capital 
to commit in new stock issues. They do not want to freeze this capi-
tal in any venture for a long period of time. Their objective is to 
keep their funds as liquid as possible. Once they purchase a stock 
issue from a small firm, they desire to sell this common stock issue 
as quickly as possible. This frees their funds for further under-
writings. The more underwritings accomplished with these funds, the 
greater the profitableness. 
It has only been in recent years that small business corpo-
rations have been able to interest underwriters in their financial 
problems . Previously, underwriters had avoided small issues because 
of the time required to be expended on these issues and the limited 
profit involved. The large reservoir of venture funds in the capital 
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markets . had been reserved almost exclusively for large corporations. 
The trend toward public financing by small corporations culminated in 
the last half of 1961 when nearly 70% of the new issues being floated 
l 
were by companies going public for the first time. 
The main functions of an underwriter are: {l) assumption 
of risk, (2) distribution of securities, (3) maintenance of an after-
market. 
Assumption of risk 
When an underwriter purchases the complete common stock 
issue from a corporation,, the risk of the public offering is assumed 
by the underwriter. The success or failure of the public stock of-
fering does not have any bearing on the amount of funds received by 
the corporation. The corporation receives its funds shortly after 
the initiation of the public offering. 
A portion of the underwriter's commission is for the risk 
to his funds assumed by the purchase of these securities. The risk 
incurred by the underwriter is usually greater for small corporations 
than for larger firms because of their financial position . This is 
one of the reasons why the commission on small issues is greater than 
on large ones. 
'1 
Wall Street Journal, June 2l, 1962, p . l. 
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Distribution of securities 
When a small corporation obtains an underwriter to purchase 
or use his 11 best efforts11 in a stock offering, the burden of distrib-
uting the stock issue is transferred from the company to the under-
writer. The commission paid the underwriter reflects the expected 
distribution problem. The greater the expected difficulty, the large r 
the commission required by the underwriter. 
The distribution of small issues of common stock usually 
does not require the formation of large purchasing or selling syndi-
cates. One underwriter or a small group of underwriters will handle 
the complete distr 'i bution activities of a small common stock issue. 
If the public offering is a Regulation 11 C'' issue, the underwriter will 
send out to potential investors, a "red herring" prospectus prior to 
the public sale of the issue i n o rder to stimulate interest in the 
stock. The sale of the stock to the public only can be consummated 
after a corporation complies with all the security regulations. 
Maintenance of an after-market 
After the initial distribution of a common stock issue, it 
is the duty of the underwriter to maintain an active after-market . i n 
the particular security. An underwriter can create an active after-
market by continua l ly building interest in the security among the in-
vesting public. This can be accomplished through the distribution of 
published matter to investors . 
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National and Local Underwriting Firms 
The investment banking industry consists of national and 
local underwriting firms. The national firms have branch offices in 
most large financial centers. These investment banking firms offer 
a multiplicity of services to investors and business enterprises. 
They are usually members of the major exchanges. The sources of 
funds available to these national firms are very large and most na-
tional firms originate and sell to their clientele predominantly large 
security issues. It is common for these firms to participate in large 
underwritings through the formation of underwrtting syndicates. Many 
of the corporations underwritten by these investment banking firms 
are large nationally known corporations. These large national un-
derwriting firm s , once they agree to handle a corporation's financ-
ing, usually will purchase the complete stock issue from the compa-
ny. The majority of small stock issues are underwritten by local 
underwriters because the minimum size stock issue that most national 
underwriters will consider is between$± million and $1 million. 
The Comet, Incorporated, field case (Appendix I) is an ex-
ample of a small stock issue underwritten by a national underwriting 
firm. This company refused better propositions from local under-
writers in order to obtain a national underwriting firm because the 
management of the company believed that a national firm was needed 
in order to strengthen the stock issue. The company had a limited 
financial history due to the short duration of its corporate exist-
ence. 
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There are many more local underwriting firms than there are 
national firms. These local firms only have offices in one or two 
financial centers. The larger local firms are members of one or more 
stock exchanges . Local investment banking firms trade heavily in 
securities of small corporations in the over-the-counter market. The 
financial resources of many local underwriting firms are limited and 
their underwriting capacity is restricted by this lack of capital. 
The larger local firms usually will purchase a stock issue 
from a corporation and assume the risk involved with the issue. Eastern 
Development Corporation and Document Research Corporation (field cases 
in Appendix I) obtained such underwriting contracts from local under-
writing firms . The smaller local firms, because of their lack of 
capital, often will perform only an agency type function. They will 
not purchase the stock issue but will agree to use their 11 best ef-
forts 11 to sell the stock issue. Their commissions will be directly 
proportional to their sales. Although these underwriters do not risk 
the loss of their funds, the commissions charged are usually larger 
than national or local underwriting firms that purchase the stock 
issue outright. This statement will be statistically verified in 
Chapter V. 
The local underwriting firms handle most of the public 
financing for small firms. It is easier to sell a small issue of 
stock for a corporation in a locale where the company 1 s business opera-
tions are situated because potential investors are more acquainted 
with the firm and will be more receptive to the public offering. 
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The smaller the issue, the greater the reliance on the 
local underwriter; as the common stock issues increase in size, the 
importance of national underwriting firms in public stock offerings 
also increases. This premise was proven in the author's survey of 
small business corporations. These firms were asked whether their 
underwriter was a national or local firm. The results of the survey 
are shown in Table 8. 
The follbwing table shows the frequency of utilization of 
local and national underwriting firms with different size common stock 
issues. The local underwriting firms are very predominant in Regu-
lation "A'' stock issues of $300,000 and less. Issues of $150,000 and 
less were all underwritten by local underwriters. Eighty-eight per-
cent of the companies which floated Regulation "A" stock issues 
utilized local underwriters. Only 12% obtained national underwriting 
firms to handle their public financing. The size of all the Regula-
tion "A" stock issues underwritten by national underwriters was $300,000. 
The frequency of utilization of national underwriters in-
creased with Regulation ''C" stock issues {more than $300,000 and less 
than $2 million). Forty-one percent of the common stock issues of 
between $t million and $1 million were underwritten by national firms. 
This was a substantial increase over their participation in Regula-
tion "A" stock issues. National underwriters handled 62% of the com-
mon stock issues that ranged between $1 and $2 million. Fifty percent 
of the total corporations floating Regulation ''C" stock issues used 
national underwriters in comparison to only 12% of the corporations 
Type 
Nat i ona 1 
underwriter 
Local 
underwriter 
TABLE 8 
NATIONAL VS. LOCAL UNDERWRITER 
Size of Stock Issue 
Under $150,000 $150,000 - $300,000 
Frequency 
5 
% of 
Answers 
100 
Frequency 
3 
17 
Size of Stock Issue 
% of 
Answers 
15 
85 
H - $1 m i 11 ion $1 - $2 m i 11 ion 
Type % of % of 
Frequency Answers Frequency Answers 
National 
underwriter 7 41 8 62 
Local 
underwriter 10 59 5 38 
Total Reg "A" 
($300,000 or less) 
Frequency 
3 
22 
% of 
Answers 
12 
88 
V1 
0 
TABLE 8--Continued 
Size of Stock Issue Total Stock Issues 
Type 
Tota 1 Reg 11 C11 
($2 million or less) Total 
% of % of 
Frequency Answers Frequency Answers 
National 
underwriter 15 50 18 33 
V1 
~ 
Local 
underwriter 15 50 37 67 
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floating Regulation 11A11 stock issues. In this survey 67% of the total 
corporations employed local underwriters to handle their public fi-
nancing. 
This analysis clearly indicates that the frequency of 
utilization of national or local underwriters in public offerings 
varies directly with the size of the common stock issue. 
Selection of the Underwriter 
One of the most difficult problems facing a small company 
desiring public financing is the selection of an underwriter. Most 
small firms have had very 1 ittle contact with investment banking firms. 
Their financing experience is limited mainly to borrowing from local 
commercial banks and trade creditors. Frequently, the owners of these 
corporations do not rea 1 i ze that there are many different types of un-
derwriting firms. Only a small percentage of these underwriting firms 
have had substantial experience and are interested in originating 
sma 11 issues. It is not good f i nanc i a 1 po 1 icy for a sma 11 firm to ap-
proach investment banking firms at random because the chances of find-
ing an appropriate underwriter are very slim. A small corporation may 
find an underwriter interested in the issue but the underwriting firm 
may not have policies conducive to successful public financing of the 
small corporation. 
Examples of public offerings that were not successful clear-
ly show that the fault lies with both the small firm and the under-
writer. The owners of these small companies approached underwriters 
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who were not experienced in underwriting small issues. · This lack of 
experience on the part of the underwriter in originating small issues 
resulted in the failure of the financing. The underwriter! s clientele 
and policies were not oriented t oward public offering of small stock 
issues. 
An owner of a small business, who lacks experience in public 
financing, can obtain advice on underwriting firms from lawyers, ac-
countants, personal and business associates, directors, the banking 
community, other firms that have recently gone public and many other 
miscellaneous sources. The objective of a small corporation is to 
determine which underwriting firm in the financial community originates 
new small issues and would be most advantageous for the company to 
2 
obtain as an underwriter. 
To accomplish this objective, a small corporation must evalu-
ate all the underwriters suggested by the various sources. A very im-
portant portion of an evaluation of underwriters is an analysis of the 
recent underwritten stock issues. The issues chosen for evaluation 
should be of companies which have many characteristics similar to the 
firm in question. The size of the proposed stock issue should be ap-
proximately the same size as the company is considering floating. A 
basic document in this analysis is the prospectus. The terms and 
costs of all the underwritings being evaluated should be closely scru-
tinized in the prospectuses. This will indicate what underwriting firm 
gives small corporations the most advantageous terms. 
2Francis M. Wheat and George A. Blackstone, ••Guideposts for 
a First Public Offering,•• The Business Lawyer, XV (Ap ril, 1960), 544. 
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A small corporation interested in obtaining an appropriate 
underwriter should also interview the management of a few companies 
which have utilized underwriters being considered by the company. 
The firsthand opinions obtained in these discussions with the manage-
ment of these firms will be most valuable in making a correct choice. 
There are many aspects of underwriting firms that can only be learned 
from discussions with companies that have utilized a particular un-
derwriter for a public offering. One example of information concern-
ing an underwriter which cannot be obtained from published matter, is 
the amount of aid which an underwriter gives a company in preparing for 
its public financing. One underwriting firm may have given a company 
slightly better terms, but also may have provided it with very little 
aid for preparing for its public financing. 
It is therefore of the utmost importance, that an owner of 
a small firm interested in selecting an underwriter to handle its pub-
lic financing, interview the managements of corporations that already 
have utilized particular underwriters for their public offerings. This 
will provide the owner of the firm with an indication of the degree of 
satisfaction of the managements of these public corporations with their 
underwriters. 
A small firm should also determine how effectively an under-
writer maintains an active after-market. Through an active after-
market , in the security, the price level of the stock will better re-
flect the current business operations. This will provide the investors 
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with a means to sell quickly their investment at a reasonable value. 
If an underwriter does not maintain an active after-market, the in-
vestors will not be able to accomplish this and d~ssatisfaction will 
resu 1 t. 
After an owner of a small corporation has evaluated many 
underwriters through an analysis of terms and costs of underwriting 
agreements , and through interviews with the managements of corpora-
tions which have gone public and has studied the ability of the un-
derwriters to maintain an active after-market, the owner should se-
lect two or three of the most favorable underwriters to which to 
offer the financing proposal . These underwriters should not be ap-
proached simultaneously with the proposition. The owner should ap-
proach one wnderwriter at a time and determine his reaction to the 
proposal. The relationship between the company and the underwriter 
should not be hindered by the fact that the owner also has offe red the 
proposition to other underwriters . If it is unlikely that an agree-
ment will be reached between the company and the underwriter, then 
negotiations should be broken off and the owner of the company should 
approach another underwriting firm. This method of approaching un-
derwriters, one at a time, prevents the word from getting around in 
the financial community that the company is 11 shopping around. 11 Many 
underwriters lose interest in a financing proposition once they realize 
that this is the situation. They do not want to conduct a costly in-
vestigation of the company without some assurance of getting the busi-
ness. The above-mentioned procedure does not restrict illegally 
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competition among underwriting firms. This contention was tested in 
the following legal case in 1953: 3 United States vs.Morgan. That year 
Harold R. Medina, United States Circuit Judge for the Southern District 
of New York, dismissed civil charges brought by the Government against 
17 investment banking firms. These charges stated that the defendants 
had entered into a combination, conspiracy and agreement to restrain 
and monopolize the securities business and that business was restrajned 
unreasonably and monopolized . 
As previously mentioned, the owners of small corporations 
should utilize various sources to obtain names of underwriter s t hat 
specialize in handling small stock issues. They should not approach 
underwriters at random. In an effort to determine the importance of 
these sources to small corporations, the author , in the survey of small 
corporations, questioned these firms on how they obtained an under-
writer. Table 9 shows the results of this survey. 
TABLE 9 
SOURCES UTILIZED TO OBTAIN UNDERWRITERS 
Sources 
Personal acquaintance 
Director or officer of company 
Banking community 
Shopped around 
Other (e.g. , formed underwriting 
company) 
Frequency 
21 
6 
10 
17 
Percent of Answer 
38 
11 
18 
31 
2 
3 Charles L. Prathe r , Financing Business Fi rms (Homewood , 
Illinois: R. D. Irwin and Company, 1961), p . 392 . 
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Most small corporations obtained their underwriters through 
personal or business associates. The single most prevalent source 
utilized was personal acquaintances of the owners. Thirty-one per-
cent of the corporations answering the survey stated that they 
"shopped around" for their underwriter. The author analyzed the cost 
of f 1 otat ion of seven of these corporations that obtai ned underwriters 
through "shopping around. 11 It was found that the cost of flotation 
for these companies was greater than for other corporations with 
similar underwriting contracts. These corporations did not receive 
better terms by "shopping around." 
In all of the .author•s research there was very little evi-
dence t hat owners of small corporations adequately evaluated under-
writers prior to approaching them. Most of the time a particular 
source suggested an underwriter and the company approached the under-
writing firm. There was no formal evaluation program of underwriters 
conducted by owners of small corporations going public for the first 
time. 
Professional finder 
The owners of small corporations can utilize the services 
of a professional finder to aid them in the selection of an under-
writer. A finder is an intermediary between the corporation and 
the underwrtter. The duty of a finder is to obtain an appropriate 
underwriter interested in handling the public offering. A corpora-
tion must submit adequate details about its business to the finder. 
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The information submitted should include discussion on the history of 
the business, products and their markets, management's experience, 
and financial statements. A good finder with this information should 
be able to determine from his experience and his analysis which under-
writers would be suitable and most interested in handling the stock 
offering. 
The finder's compensation is usually 1% to 3% of the gross 
proceeds of the issue. The compensation paid the finder can come from 
either the underwriter or the company, depending upon the agreement of 
the parties involved. If the underwriter pays the finder, the compa-
ny will pay the firm a larger commission. If the company pays the 
4 
finder, the underwriter's commission usually will be reduced. 
Some finders also provide a financial consultation service. 
They advise corporations on financial matters and also aid them in the 
preparation of the proposition for preliminary presentation to the un-
derwriter . 
Preparation for the Presentation 
To the Underwriter 
An owner of a small corporation should not approach an un-
derwriter unless he is adequately prepared for the meeting . Lack of 
preparation will result in more costly underwriting terms or rejection 
by the underwriter. An inadequate presentation will prejudice the 
4 
Carlos L. lsraels et al. (eds.), When Corporations Go 
Public (New York: Practising Law Institute, 1962), p. 37 . 
59 
underwriter's impression of the company. If an owner of a small firm 
is going to convince an underwriter to handle his company's stock 
issue, he must impress the underwriter with his business acuity. 
This can be accomplished by an impressive presentation of 
facts to the underwriter concerning all phases of the business. It 
is not enough to approach an underwriting firm and inform it that you 
desire public financing in order to raise approximately $1 million 
for various projects. First it is necessary to know precisely the 
maximum and minimum amount of funds required for the intended projects. 
Then the underwriter must be shown a projection of sales and profits 
if the proposed projects are completed. It is mandatory that the 
owner of the corporation convince the underwriter of the feasibility 
of the company's various projects. If the underwriter is not ade-
quately convinced the company will not obtain its needed funds. 
The owner of a small corporation must have his firm's fi-
nancial statements {balance sheets and income statements) with him 
when he makes a presentation to an underwriter. These financial state-
ments should not cover merely one yea~ as one year's worth of financial 
statements tells the underwriter very little about the financial 
history of the company. Financial statements for at least three years 
should be presented. This provides comparative data and will facili-
tate greatly the depicting of the financing problem. Trends can be 
determined from these comparative financial statements. The under-
writer, from these financ .ial statements, will be able to discern the 
company's past growth as well as the present financial needs. This 
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wi 11 facilitate the underwriter's determination of the corporation's 
financial requirements. 
A detailed history of the company's growth and development 
over the years also should be given to the underwriter in order to 
stimulate more interest in the company and its future. In this his-
tory all major policy decisions, acquisitions and past financing 
should be described. The underwriter also should be presented with 
biographical sketches of the experience, qualifications and remunera-
tion of the present management and key employees. The quality of the 
human resources is one of the most important factors in the success 
of a business. 
A complete description of the company's products and custom-
ers should be prepared for the underwriter. The product line should 
be broken down to show the relative importance of each product over 
the past few years. The customer mix also should be analyzed in a 
similar manner. This wi 11 provide the underwriter with important 
trends in products and markets and will facilitate his determination 
of the companys future potential. 
An owner of a small corporation must be prepared to present 
at least the above-mentioned information. An underwriter may require 
additional information which the owner must obtain quickly. 
An example of what information a typical underwriter ex-
pects from a corporation desiring financing can be seen in Appendix 
IV which contains an underwriting check list. This underwriting check 
list requires a great amo~nt of inf6rmation from the owners of corpo-
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rations. The underwriter utilizing this check list told the author 
that it was given to all owners of companies approaching the under-
writing firm for financing. If the owners of a firm have prepared 
adequately for the presentation to the underwriter, they will have 
very little difficulty in answering most of the questions on the 
check 1 ist. 
I nforma 1 Agreement-- 11 Letter of Intent' ' 
After a company's initial presentation, the underwriter must 
decide whether he is interested in underwriting the firm's issue of 
stock. If the underwriter believes he may be successful in underwrit-
ing the issue, he will undertake an extensive investigation of the 
company. Financial statements will be scrutinized closely. The under-
writer also will visit the company's facilit ies to determine the present 
condition of the fixed assets. The company's reputation and credit 
will be determined from financial institutions and trade creditors. 
A number of other factors also wi 11 be analyzed closely . After this 
preliminary investigation, the underwriting firm will decide whether or 
not to handle the small corporation's stock issue . 
If a positive decision is reached by the underwriter, a nego-
tiation conference between the underwriting house and the company will 
5 be held. This negotiation conference will discuss type of underwrit-
ing contract, underwriting commission, expenses, public offering price, 
51nvestment Bankers Association of America, Fundamentals of 
Investment Banking (New York: Prentice Hall Inc., 1949), p. 478. 
62 
size of issue, options, debt limitations, etc. In this negotiation 
conference both sides are required 11 to give and take .•• Some under-
writers have a certain few points which are not negotiable, but most 
of the issues are negotiable . 
If most of the issues are not resolved at this conference, 
another one will be held. After an agreement is reached on a majority 
of the points, an informal agreement is prepared and signed by both 
6 
parties . This informal agreement is called a ••Jetter of intent.•• 
It is just an agreement to agree and is not legally binding on either 
party. The underwriter has a moral obligation to fulfill the agree-
ment. This 1 1 letter of intent•• is very similar to a memorandum for 
record . It covers all the points agreed upon by both parties. The 
more issues agreed upon in this document, the less difficulty there 
will be in reaching a formal agreement. The formal underwritin g 
agreement usually is not signed until a few hours prior to the sale 
of the public offering. 
6 lsraels et al. (eds.), op. cit., p. 70. 
CHAPTER IV 
THE UNDERWRITING AGREEMENT AND ITS MAJOR TERMS 
The underwriting agreement is the basic document by which the 
company, or selling stockholders, or both and the managing under-
writer, for itself and as 11 representatives11 of the other members 
of the underwriting group or 11 syndicate, 11 contract as to what 
securities are to be sold, and as to the terms and conditions 
(including price, spread and other underwriting compensation, 1if 
any) on which the underwriter will purchase these securities. 
The underwriting agreement is the legally binding agreement 
between the corporation and the underwriter. It formalized the issues 
agreed upon in the 11 letter of intent. 11 The underwriting agreement 
is not signed by the underwriter or the owners of the corporation 
until shortly before the public offering. Either party can withdraw 
from the proposition without legally being obligated prior to the 
signing of this agreement. Underwriting firms are bound morally to 
go through with the financing unless there has been a drastic change 
in the company 1 s financial condition or in the stock market . If an 
underwriter renounces the initial agreement without good reason, his 
reputation in the financial community will suffer. Reputation is one 
of the most important assets to an underwriter . 
In this chapter the author wil ! discuss the structure of the 
underwriting agreement and some of the salient provisions of this agree-
ment. 
l I b i d • , p • 68 
63 
64 
Structure of an Underwriting Agreement 
The underwriting agreement is a complex legal document con-
sisting of more than 10 printed pages. The structure and substance 
of this document have become fixed by custom and tradition. The fol-
2 
lowing is the typical sequence of the provisions of this document: 
1. Warranties made by the corporation pertaining to the 
completeness and accuracy of its registration state-
ment. 
2. Warranties made by the selling stockholders, if any, as 
to the title, validity and transferability of the stock. 
3. An agreement consummated by the company and selling stock-
holders, if any, to sell their stock at a designated 
price; combined with an agreement by the underwriter(s) 
to purchase this stock and sell it to the public at 
the price stated in the prospectus. 
4. An agreement concurred in by the principals as to the 
time and place of the closing (approximately 7 to 10 
days after the in it ia 1 sale of the stock to the public). 
5. The following particular agreements made by the company: 
a) Qualification of the offering under the blue sky 
laws of states designated by the underwriter(s). 
b) Provision for sufficient quantities of prospectuses 
for the underwriter(s). 
2 Wheat and Blackstone, op. cit., pp. 554-555 . 
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c) Filing of any required post effective amendments to 
the registration statement. 
d) Furnishing the underwriter{s) and stockholders with 
subsequent financial reports. 
6. The concurrence of the company and selling stockholders 
to pay flotation expenses. 
]. The obligation of the underwriter{s) to purchase and pay 
for the stock is contingent on the following: 
a) Declaring effective the registration statement. 
b) The counsel 1 s opinions on the validity of the pro-
ceeding. 
c) The statements by officers of the company and sell-
ing stockholders, if any, as to the accuracy of their 
warranties at the date of the closing. 
d) An opinion from the company 1 s independent auditors 
stating that there has been no adverse change in 
the company 1 s financial condition. 
e) The utilization of the 11 market out 11 clause upon the 
occurrence of certain designated events. 
8. The indemnification of the underwriter{s) by the compa-
ny and selling stockholders, if any, against liabilities 
from the Federal Securities Act or as a result of false 
statements or omissions in the registration statement 
and prospectus. 
9. The indemnification of the company and selling stock-
holders, if any, against statements made in the 
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; 
registration statement on the basis of written data 
furnished by the ~nderwriter{s). 
10. Provisions concerning the default by any underwriter and 
the following opti ons available to the non-defaulting 
underwriter{s): 
a) Substitution of other underwriter{s). 
b) Sale of less than the complete offering. 
c) Termination of the offering. 
The above-mentioned provisions clearly set forth the com-
plexity of an underwriting agreement. An owner of a small firm must 
be well versed in all of the provisions. Ignorance of these provisions 
may be detrimental to the future prosperity of the company. 
Salient Provisions of an Underwriting Agreement 
Types of underwriting contracts 
There are various types of underwriting contracts available 
to a small corporation. A small company must attempt to obtain the 
right type of contract for the situation. The author, in this section, 
will discuss the three most commonly utilized underwriting contracts: 
(1) f irm commitment, (2) best efforts, {3) all or none offering. 
Firm commitment 
The underwriter or a group of underwriters agree to purchase 
the complete stock issue from a corporation in . this type of con-
tractual arrangement. This obligation to purchase the stock offering 
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is contingent on a number of factors contained in the underwriting 
agreement. The underwriter assumes the risk of distribution and will 
not enter into such a contractual arrangement unless it is fairly cer-
tafn that the public offering will be sold without much difficulty . 
Small local underwriters with a limited amount of capital 
usually do not enter into such agreements. National and large local 
underwriters frequently uti l ize this type of underwriting contract. 
In all three of the author's field cases the companies obtained a 
firm commitment type of underwriting contract. 
Best efforts 
This type of underwriting contract is generally associated 
with speculative stock issues. The underwriter only agrees to use 
his 11 best efforts" to try to sell the issue. The underwriter does not 
incur any risk to his capital and only agrees to attempt to sell the 
stock offering for the company. The amount of funds received from 
this financing by the corporation and the amount of commissions earned 
by the underwriter depend directly on the number of shares of stock 
sold to the public by the underwriter. The underwriting contract 
usually has a time limit of 60 to 90 days in which the underwriter has 
to sell the stock offering. 
Small local underwriters with limited capital usually con-
duct business through this type of contractual arrangement . Larger 
local underwriters and national underwriters prefer to handle a stock 
issue on a firm commitment basis. Most "best efforts" contracts are 
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utilized with Regulation 'W' stock issues ($300,000 or less). Gener-
ally, underwriters will not attempt to sell these stock issues unless 
market conditions are favorable and the chances of success are good. 
The underwriter does not want to damage his reputation as a result of 
his inability to sell the complete issue. 
A corporation utilizing this type of underwriting contract 
may not obtain all of its funds for its requirements because the stock 
issue may not be sold completely. A partial success may turn into a 
complete failure. This is the major disadvantage to this type of 
underwriting contract. 
All or none offering 
Relatively small and unknown firms have to settle for this 
type of contractual agreement because underwriters are not certain 
that it is possible to sell the entire issue of stock within the spec-
3 ified time frame (usually 30 days). If the underwriter does not sell 
the complete issue within this period, all the sales to date will be 
cancelled and the money will be refunded to the investors. If the 
underwriter ~as sold a substantial percentage of stock, and if the 
sales to Investors have surpassed the breakeven point, it would be 
advantageous for the underwriter to purchase the remaining portion of 
stock issue. An example of such a situation follows. An underwriter 
agrees to sell a Regulation "A" i s sue of 100,000 shares at $3 per share 
3 Wall Street Journal, July 31, 1962, p. 6. 
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for a small corporation on an "all or none" basis for 30 days. The 
underwriter•s commission is 15% of the gross proceeds. By the 30th 
day of the initial agreement the underwriter has sold 90% of the total 
issue. If no additional sales are made by the end of that day, the 
underwriter must determine whether or not to purchase the remaining 
10% of the stock issue. First, the underwriter must determine what 
is his breakeven point. This is determined by the follow ing formula: 
Breakeven point (x) 
Underwriter 1 s cost of 
stock per share 
X 
$2.55 
X= 85,000 shares 
100,000 
$3 
= 
Total number of shares 
Public offering price 
Since the breakeven point is 85,000 shares and the underwriter already 
has sold 90,000 shares, it still would be profitable for the under-
writer to purchase the remaining shares. The underwriter 1 s total com-
mission on 90,000 shares is $40,500 ($270,000 x 15%). The total cost 
of the remaining shares to the underwriter would be $25 ,500 ($2.55 x 
10,000 shares}. The underwriter•s net profit on this proposition would 
be $15,0QO. 
Freguency of firm commitment and 
agency type underwriting contracts 
The author, in his survey to underwriters, questioned them 
on the type of underwriting contract they generally utilized with 
Regulation "A" and "C" stock issues. Approximately 30% of the under-
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writers stated that they genera 11 y used a "best efforts" or "a 11 or 
none" type of underwriting contract for Regulation "A'' issues. All 
the underwriters stated that they used a firm commitment type of con-
tract for Regulation "C" ($2 mi 11 ion or below) issues. 
In order to substantiate these results the author analyzed 
the type of contract used by 41 small corporations selling stock for 
the first time. Forty-one prospectuses were studied and the follow-
ing results, as shown in Table 10, were obtained . 
Although the results are not exactly the same as the results 
obtained from the underwriters• survey, they are relatively similar. 
Both analyses show that most of the agency type contractual agreements 
occur with Regulation "A" ($300,000 or less) issues. Table 10 in-
dicates that the smaller the issue, the more prevalent the agency type 
contract. With Regulation " C" issues both analyses show that the firm 
commitment type contract is most predominant. In fact, stock issues 
of $1 million or larger in Table 10 did not have any agency type un-
derwriting contracts. 
Price Per Share and Size of Issue 
Essentially, the price to the public is set by the underwriter, 
although negotiations between the issuer and the underwriter are 
possible over a narrow range.4 
The price per share is not firm until shortly before the 
public sale of the stock. Negotiation between the underwriter and the 
company concerning the price per share takes place at the initial bar-
gaining conferences. A tentative agreement as to the price range of 
4Jolivet, op . cit., p. 180. 
Type of 
Contract 
Firm commitment 
11A 11 or none11 or 
11 Best efforts11 
Firm commitment 
11A 11 or none11 or 
11 Best efforts11 
TABLE 10 
TYPE OF UNDERWRITING CONTRACTS 
Size of Stock Issue 
Under $150,000 $150,000 - $300,000 
% of % of 
Frequency Answers Frequency Answers 
2 50 10 62 
2 50 6 38 
Size of Stock Issue 
H- - $ 1 M i 11 ion $1 - $2 M i 11 ion 
% of % of 
Frequency Answers Frequency Answers 
9 82 10 100 
2 18 0 0 
Tota 1 Reg 11A11 
% of 
Frequency Answers 
12 60 
8 40 
......., 
Total Reg 11 C11 
% of 
Frequency Answers 
19 89 
2 11 
TABLE 10--Continued 
Total 
Type of Contract % of 
Frequency Answers 
Firm Commitment 31 76 
11A 11 or none11 
or 
11 Best efforts11 10 24 ......., 
N 
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the stock is concurred upon at these conferences by the underwriter 
and company. An example of such an agreement can be seen in the 
Comet, Incorporated, field case. This company tentatively agreed to 
a public offering price of between $5.50 and $8 per share. The price 
per share was contingent on market conditions. Upon the effective 
date of Comet's registration statement, its stock was sold to the pub-
lie at $6 per share. 
Underwriters use various financial yardsticks to establish 
an initial price range of a stock. The price per share of a number of 
comparable public corporations is obtained. These corporations are 
then analyzed to determine what has been the financial critera of the 
stock market in establishing the market price. 5 The company's financial 
position is compared to the financial positions of these firms. Some 
of the financial comparisons made are net earnings, earnings per share, 
price earnings ratio, book value per share, dividends, rate of ex-
pansion of sales, etc. If a small firm 1 s financial condition is not 
as strong as the corporations' to which it is being compared, its 
price per share will be established below the price per share of the 
other companies. 
Underwriters customarily price a new issue slightly less than 
6 
what they believe it should be priced in order to insure success. 
5George J. Leness, Gillet K. Martin, and Roger T. Gilmartin, 
New Mone for Business: Techni ues of Lon Term Cor orate Financin 
York: McGraw-Hill Book Company, Inc., 1956 , p. 103. 
6 
Investment Bankers Association of America, op. cit., p.487. 
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If a small new issue is priced at a high market value, the underwriter 
may have difficulty in selling the complete stock issue . A h igh pub-
lic offering price may result in an immediate decline of the stock ' s 
market value. 
The author analyzed the relationship between the size of a 
stock issue and the public offering price. It was determined that 
there is a positive relationship between the size of an issue and its 
public offering price . In the author's survey of small corporations 
these firms were questioned on their public offering price and the 
size of their public offerjngs. The results of this survey are con-
tained in Table 11 . 
Only 11% of the total Regulation ' 'AI ' stock issues were 
priced over $10 . An interesting trend developed in Regulation "C'' 
stock issues. Eighty-eight percent of the Regulation "C" issues of 
between $t and $1 mill ion in the survey were priced below $10 . There 
was nearly a complete reversal of this situation with Regulation "C" 
issues of $1 to $2 million. Eighty-three percent was priced above $10. 
Therefore, a general statement can be made, concluding that under-
writers who handle issues of $1 million or less usually will price them 
below $10 per share. Issues of greater than $1 million most likely 
will be priced at $10 or above. 
The author further analyzed the relationship between price 
per share and the size of an issue by obtaining the offering prices 
of 63 Regulation "A" first issues and 47 Regulation " C" first issues. 
Only two of the total Regulat ion "A" issues were priced above $10. 
The most common offering price for these stock issues was $3. 
TABLE 11 
COMPARISON OF PRICE PER SHARE WITH SIZE OF ISSUE 
Size of Stock Issue 
Price Per 
Under $150,000 $150,000 - $300,000 Tota 1 Reg 11A'' 
Share % of % of % of 
Frequency Answers Frequency Answers Frequency Answers 
Under $10 4 80 19 90 23 89 
$10 or over 1 20 2 10 3 11 
""'-1 
Size of Stock Issue V"l 
Price Per 
$t ~ $1 M i 11 ion $ 1 - $2 M i 11 i on Total Reg "C" 
Share % of % of % of 
Frequency Answers Frequency Answers Frequency Answers 
Under $10 15 88 2 17 17 59 
$10 or over 2 12 10 83 12 41 
• 
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Forty-Five percent of all Regulation 11A11 common stock issues in this 
random sample was priced at $3 per share. The range in offering price 
was from $1 per share to $12.50. 
In the Regulation 11 C11 random sample of common stock .issues 
($2 ml Ilion or under), 26 out of 27 issues of less than $1 million 
were priced under $10. Fourteen of the 20 stock issues of more than 
$1 million were priced at $10 or above per share. There was no one 
predominant price used with Regulation 11 C11 issues. The price range 
on stock issues under $1 million was $1 to $12, and on issues $1 million 
or over was $4 to $22.50 per share. 
It has been shown above that the price per share and the 
size of an issue are directly correlated. Thi$ positive relationship 
has resulted from the system utilized by underwriters to establish a 
price on a new stock issue. 
Underwriter 1 s Commission 
The largest expense incurred by a small corporation utilizing 
public financing means to obtain needed funds is the underwriter 1 s 
commission. The commission will usually account for 60% to 85% of the 
total cost of flotation. The largest portion of the commission is for 
distribution activities. The remaining part of the commission is con-
sidered underwriting compensation for the risk to capital incurred by 
the underwriter. Most of the time the commission rate is subject to 
limited negotiation between the company and the underwriter. When an 
underwriter is willing to underwrite the stock issue for a 15% 
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commission the company should not suggest a 7% commission . This will 
jeopardize the complete proposition . Negotiations can be conducted 
for a commission charge of 14% to 14.5% 
The commission rate on a firm commitment type of contract 
is measured by the ''spread" or the difference between the amount for 
which the underwriter purchases the common stock issue from the corpo-
ration and the amount for which the stock is sold to the public . 7 
When an underwriter handles a public offering on an agency basis, the 
commission depends on the number of units sold by the underwriter. 
The commission rate per share Is a fixed percentage. 
The amount of the commission charged by the underwriter de-
pends on a number of factors. If a corporation is selling stock for 
the first time, it can expect a larger commission charge than corpora-
tions that are already publicly owned . The risk of the underwriter is 
greater with first issues because the company is usually very small 
and not known to investors. The underwriter's distribution job is 
thus substantially increased because of this situation. The company's 
financial position and industry are very important determinants of 
the commission fee. If a firm is in a growth industry and its opera-
tions and profits are expanding , then the underwriter's commission will 
be less than other small firms in less favorable situations . 
An example of the effect of industry and financial condition 
on commission charge can be seen in t he Eastern Development Corpora-
7u.s . Securities and Exchange Commission, Cost of Flotation, 
1954-1955 {Washington, D.C.: U.S. Government Printing Office, June, 
l957),p.3. 
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tion field case. The underwriter's commission on an issue of $1.5 
mill ion was only 5%. This was substantially below the average com-
mission for an issue this size. Eastern Development was conducting 
research, development, and manufacturing mainly in the fields of solid 
propellants and rockets. The company also was diversifying itself 
into other fields. Sales and profits were expanding at a rapid rate. 
Under market conditions existing in 1959, there was very little risk 
associated in underwriting this stock issue. That is why the under-
wr iter's . commission was only 5% of the gross proceeds. 
The trend of the st9ck market is another factor that affects 
the commission charged by an underwriter. If the stock market is 
rising, the investors will be in a speculative mood. The investing 
public is more receptive t o small stock issues in a 11 bull 11 market 
(rising stock market). The risk of failure of the underwriting in a 
rising stock market is diminished greatly. Therefore the 11 spread11 
wil 1 have a tendency to contract during a period of a rising stock 
market. This tendency is reversed during a period of an unstable or 
declining market. Investors• interest in small new issues wanes and 
it becomes more difficult for an underwriter to float an issue. The 
"spread" increases during such periods because of the greater risk of 
failure of the underwriting. 
Another factor influencing the commission of an underwriter 
is the size of the issue. The commission on small issues is greater 
than on large stock issues. This is the result of the speculative 
nature of most firms which sell small issues of stock. 
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The type of security being publicly offered also influences 
an underwriter•s comm ission . The most prevalent type of security sold 
by small corporations is common stock . The commissions charged by un-
derwriters for floating common stock issues are larger than charged 
on other securities. The main reason underwriters charge a high com-
mission for common stock underwritings is because of the distribution 
costs invo lved. Most of the purchasers of small new issues are small 
investors who only purchase a 1 imited quantity of shares. The under-
writer has the problem of stimulating enough interest in these investors 
so that the issue can be sold . Preferred stock and debentures are sold 
mainly to only a few institutional investors so the distribution prob-
lem is reduced greatly . All the above factors influence the commissi on 
charged by an underwriter . 
The author analyzed the size of the underwriter•s commission 
(percentage of gross proceeds) on many Regulation 1 1A11 and 11 C11 stock of-
ferings floated in 1960 and 1961. The average commission for 63 Regula-
tion 11A11 common stock issues was 12.5% . On 23 of these 63 issues (36%), 
the commission fees were 10% or less. On 21 of the stock offerings (33%), 
underwriter 1 s commissions were between 10.1% and 14.9%. The remaining 
20 corporations (31%) paid commissions of 15% or above. The range of 
the commissions paid underwriters was from a low of 6.9% to a high of 
22%. The mos t frequently used commission fees were 10% and 15% of the 
gross proceeds. These two rates were uti l ized in approximately 50% of 
the total 63 Regulation 11A11 stock offerings. 
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The average commission paid underwriters on 16 Regulation 11 C11 
stock issues ($2 million or less) was 10.3%. Eighty-one percent of the 
commissions wa s 10% or below. The range of the commission charges was 
from a low of 7% to a high of 15%. The most commonly used commission 
fee was 10%. This commission rate was utili zed 40% of the time. 
Stock Options or Warrants 
In the negotiations with an underwriter, a small firm may be 
required to give an underwriter stock options or warrants. In many 
cases this can be considered additional financial remuneration. Stock 
options or warrants give the underwriter the right to purchase a speci-
fied numbe r of shares from the issuer, at a specified price per share, 
8 
within a specified time frame; Stock options and warrants have many 
similar characteristics. Their major difference is that a warrant is 
a separate certificate, usually purchased fbr a nominal amount, and 
can be traded on the over-the-counter market or on any stock exchange. 
Both stock options or warrants must be registered under the Securities 
Act of 1933 before they can be exercisable. The Comet, Incorporated, 
field case is an example of an underwriting agreement containing a 
provision for the underwriter's purchase of stock warrants . The un-
derwriter was given the right to purchase 10,000 transferable stock 
warrants for $2,500. These warrants were excercisa b le at the public 
offering price. The expiration date of these stock warrants was De-
cember 31, 1962. In the Eastern Development Corporation field case 
8 Jo 1 i vet, op. cit., p. 208: 
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the underwriter was given transferable stock options to purchase 10,000 
shares of the company's common stock at the public offering price for 
a period of three years . . 
Stock option or warrant provisions in underwriting agree-
ments can grant the underwriter the right to purchase common stock: 
(l) below the public offering price, (2) at ·the public offering price, 
(3) above the public offering price. The feasibility of these three 
variations will be discussed. 
It is not considered good financial pol icy for a small corpora-
tion to give an underwriter stock options or warrants to purchase its 
common stock below the public offering price. This has a dilution ef-
fect on the funds provided by the public and the earnings per share 
of the corporation. This detrimental influence can be demonstrated by 
a hypothetical example: An underwriter agrees ~o float a small corpo-
ration's common stock Issue of 100,000 shares at $5 per share. The 
underwriter's commission on this proposition is 15% of the gross proceeds, 
or $75,000. The net amount of funds received by the corporation is 
$425,000. The underwriter, in addition to his commission, also re-
ceives the option to purchase 20,000 shares for $1 per share .within 
three years from the effective date of the registration statement. Thus 
the underwriter is given an -option to purchase 20% of the amount of 
shares held by the public at $1 per share. The company will receive 
$20,000 or 4.7% of the net proceeds received from the sale of 100,000 
shares to the public. The total amount of funds received by the corpo-
ration for the sale of 120,000 is $445,000 or approximately $3.70 per 
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share. Thus the value per share of the new stockholders' funds re-
ceived by the corporation has been reduced 26% by compensation paid 
the underwriter. The $3.70 per share will be further diluted as a 
result of other expenses incurred by the company in the public sale of 
its common stock. The net funds obtained by the company will have to 
earn a substantially greater amount in order to make up for this cost 
of flotation. If future earnings per share are not large enough to 
cover this dilution, the market price of the company's stock will de-
c] ine. 
In the above example, the options given to the underwriter 
must be considered as additional compensation because the 20,000 shares 
could have been sold with the initial 100,000 shares at an offering 
price of $5 per share. The underwriter thus received an additional 
$65,000 of compensation ($4.25- $1 = $3.25 x 20,000 shares= $65,000). 
If the underwriter does not exercise the option immediately, and the 
market value of the stock increases, the underwriter will further ben-
efit from these options at the expense of the stockholders. 
The utilization of stock options or warrants ~xercisable at 
the public offering price) is an acceptabl~ condition, although not 
the most suitable arrangement available to a small corporation. There 
i s no dilution of the funds if the underwriter immediately exercises 
his options. The dilution in this type agreement may occur in the 
future. The market value of the company's stock may increase as a 
result of an increase in earnings per share. If the underwriter ex-
ercises the options or warrants at the initial public offering price, 
this price may be substantially below the present market value and may 
influence earnings per share substantially. As a result earnings per 
share may decline or the rate of growth of earnings may decrease and 
this may have an adverse effect on the market value of the company's 
stock. 
The most suitable type of stock option or warrant arrangement 
is one under which the underwriter would purchase the firm's common 
stock at a price above the public offering price. If the public of-
fering price of a particular stock is $9 per share and the underwriter 
is given a four year option to purchase 15,000 shares, the option, for 
example, should be exercisable at the following prices per share: (1) 
$10, first year; (2) $11, second year; (3) $12, thifd year; (4) $13, 
fourth year. This type of provision has a built in price increase in 
an effort to prevent dilution. The main advantage to a company of giv-
ing options and warrants to underwriters would be even more apparent in 
this type of an arrangement. The underwriter would have an even greater 
incentive to maintain an active after-market so that the market value 
of the company's stock would increase and the options and warrants would 
be of value. 
The author, in a survey of underwriters, questioned them on 
whether they usually request some type of stock option or warrant pro-
vision. Fifty-seven percent of the underwriters answered affirmatively. 
Most of the underwriters constituting this 57% stated that they usual-
ly requ e st stock options or warrants at or below the public offering 
price. 
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Stock option and warrant provisions in underwriting agree-
ments were investigated further by a study of 29 companies that were 
chosen at random from the author's survey of small corporations. Nine-
teen of the 29 companies• underwriting agreements (66%) contained a pro-
vision for either stock options or warrants for underwriters. Ten of 
the 19 corporations (53%) gave the underwriters, through stock options 
or warrants, the right to purchase their stock below the public of-
fering price. Six companies (31%) allowed underwriters to purchase 
their stock at the public offering price. On ly three corporations' 
underwriting agreements (16%) contained a provision for the purchase 
of stock by the underwriters at above the publ ic offering price. 
The author also analyzed the provision for stock options or 
warrants in prospectuses of 41 first issues of small corporations. 
This was done in an effort to determine by type of contract the fre-
quency of stock options or warrants given to underwriters below the 
public offering price. Table 12 contains the results of this analy-
sis. 
Only 26% of the companies which obtained a firm commitment 
from their underwriters had to compensate the underwriters further by 
giving them stock options or warrants below the public offering price. 
Forty percent of the compan ies utilizing an agency type agreement gave 
their underwriters stock options or warrants below the public offer-
ing price. 
As previously stated in this chapter, the smaller and more 
speculative companies generally utilize the agency type underwriting 
86 
contract. Therefore, many underwriters require these firms to give 
them additional compensation through stock options and warrants to 
purchase their stock below the public offering price. This is not a 
financially sound provision for a small firm. The dilution that the 
stock options or warrants cause will affect adversely the market value 
of the company's stock. 
Type of 
Contract 
Firm com-
mi tment 
Agency 
TABLE 12 
STOCK OPTIONS OR WARRANTS GIVE N UNDERWRITERS 
TO PURCHASE STOCK BELOW THE 
PUBLIC OFFERING PRICE 
Number Below Percent Bel ow 
Number of Pub 1 i c Offer- Public Offer-
Companies ing Price ing Price 
31 8 26% 
10 4 40% 
Reimbursement of Underwriter's Expenses 
Another provision that affects the cost of flotation is the 
reimbursement of underwriter's expenses. In underwriting agreements 
that contain this provision, a specified amount of funds to be paid 
by the company usually is stipulated. The agreement also will contain 
a statement which states that any amount in the excess of actual ex-
penses will be considered additional commission for the underwriter. 
The actual expenses of an underwriter incurred in a flotation consist 
of legal, advertising, mailing and telephone fees, etc. 
Table 13 contains the frequency that this provision occurred 
in 41 new stock issues analyzed by the author. These stock issues 
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were segregated further into Regulation "A" ($300,000 or less) and 
Regulation "C'' issues ($2 million or less). 
TABLE ·13 
REIMBURSEME NT OF UNDERWRITER'S EXPE NSES 
Frequency Percentage 
Size of Issue Number of of of 
Prospectuses Occurrence Occurrence 
Regulation "A" 20 12 60% 
($300,000 or less) 
Regulation "C' 1 21 4 19% 
($2 million or less) 
The smaller the issue the more prevalent the provision in 
the underwriting agreement. Sixty percent of all Regulation 11A11 issues 
contained this provision in comparison to only 19% of Regulation "C' 1 
issues. Once again it is shown that the smaller and more speculative 
stock issues incur additional costs. Th i s trend is prevalent among 
all provisions of the underwriting agreement that directly affect the 
cost of flotation. Small firms floating small issues have to give up 
a substa·ntially greater percentage of their total i s sue in order to 
pay for the cost of flotation. This will be verified statistically in 
the next chapter . 
Underwriting Provisions Not Directly Affecting 
Cost of Flotation 
''Market out clause" 
A firm commitment type of underwrit i ng contract always con-
tains a "market out 11 clause. This clause allows the underwriter to 
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withdraw from the agreement without liability when certain specified 
sudden changes in the stock market, the world, and conditions of the 
company occur. This clause is effective until the closing date. This 
is the day, 7 to 10 days after the initial sale of stock, that the 
company gives the underwriter the securities purchased and the under-
writer gives the company a check for the total amount of the stock 
issue. 
The author was told by a professional New York finder that 
this 11 market out 11 clause saved many underwriting firms in late May and 
early June 1962, from financial embarrassment when the stock market 
shirply declined. 
A small corporation going public does not have to worry about 
this clause being indiscriminately utilized by an underwriter. The 
underwriting agreement stipulates that this 11market out11 clause can 
only be utilized under certain conditions. 
Representative of underwriter on 
board of directors 
Many underwriting agreements contain a provision in which 
the management agrees to vote its shares of stock for the election of 
a representative of the underwriter to the company 1 s board of directors. 
This provision is requested by the underwriter because of the responsi-
. 9 bility of the underwriter to the new. stockholders. Thus an underwriter 
can represent the interest of the outside stockholders on the board of 
9 rbid., p. 214. 
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directors and also provide valuable financial advice for the small 
corporation. In the Comet, Incorporated, field case, the company 
agreed to elect a representative of the ynderwriter to the board of 
directors. Eastern Development Corporation's underwriter was already 
on the board of directors prior to public financing. Document Refer-
ence Corporation had a board of directors consisting of well-known 
outsiders. As a result, the underwriter believed that there was no 
need for outside representation on Document Reference's board of 
directors. 
The author attempted to determine the frequency of this pro-
vision in underwriting agreements. In 41 stock issues of new issues 
analyzed, this provision occurred 26 times or in 63% of the new stock 
issues. The size of the issue did not greatly affect the frequency. 
Of the 21 Regulation 11 C11 issues investigated 14 (66%) of them con-
tained this provision. Twelve of the 20 (60%) Regulation 11A11 issues 
also contained this provision . 
Right of first refusal 
This provision in an underwriting agreement gives the under-
writer the right to handle a.ny of the company's future financing needs 
for a period of usually 3 to 5 years on terms equivalent to what can 
be obtained from other investment firms. This provision can apply to 
both future private and public financing. It is an attempt by the un-
derwriter to guarantee future financing business. 
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The merits of this provision for the underwriter and compa-
ny are questionable . If an underwriter treats a company fairly it 
does not need this provision. The company gladl y will allow the under-
writer to handle its future financing needs. This provision ma y affect 
adversely the company. Many underwriters will not spend their time 
on a financing proposal knowning that another underwriter has a right 
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of first refusal. Thus a firm may have to accept the terms of the 
original underwriter or postpone its financing. 
This provision was part of the underwr iting agreement in 18 
of the 41 stock issues investigated (44% of the time). Its frequency 
was greater in Regulation ' W' issues than in Regulation "C" issues. 
Ten of the 20 Regulation "A" issues (50%) contained this provision in 
comparison to 8 out of 21 Regulation "C" issues (38%). 
Miscellaneous underwriting terms 
There are ·many miscellaneous underwriting terms that appear 
sporadically in underwriting agreements. One such term is key man life 
insurance. The managements of most small firms are considered their 
most valuable assets. Therefore, some underwriters make small firms 
take out key man life insurance. 
Another occasional underwriting term is the limitation on 
debt and working capital. This established a quantitative limit on the 
amount of debt a company can incur. Salary freezes and dividend 
waivers also may occur as provisions of an underwriting agreement. 
10 
Ibid., p. 217. 
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They are placed in the agreement in order to prevent the management of 
a small corporation from taking the funds out of the business once 
the company goes public. If the management increased its salaries or 
dividend rate from $60,000 to $120,000 a year after it went public, the 
company's earnings per share may decline and as a result the market 
value of the corporations stock may decline also. 
There are many miscellaneous underwriting terms that an un-
derwriting firm and a company may agree upon. The author has only 
mentioned a few of the more common miscellaneous underwriting terms. 
CHAPTER V 
COST OF EQUITY 
The cost of equity to a corporation must be analyzed through 
two aspects: (I) the cost of the initial flotation, (2) the recurring 
cost of capital. 
The flotation costs consist of all the expenses incurred by 
a corporation in marketing its common stock. The greatest portion of 
these expenses is for payment of compensation to the underwriter. The 
remaining cost includes miscellaneous expenditu~es incurred by a cor-
poration in a public offering. 
The cost of capital can be defined as the financial cost of 
utilizing the equity funds in the business. The ·measurement of this 
cost is very difficult because of the financial characteristics of 
common stock. This type of security does not have any inherent fixed 
charges. The dividends declared by the board of directors of a cor-
poration are arbitrary payments and do not represent completely the 
cost of these funds. The holders of common stock also are considered 
owners of the corporation. These stockholders continually are accru-
ing ownership value in the company. This also must be considered in 
determining the cost of capital. Debentures and preferred stock have 
a f ixed financial cost and this greatly facilitates the determination 
of the cost of capital. 
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In this ch~pter the author will discuss the cost of flotatiori 
and the cost of capital which comprise the total cost of equity for a 
corporation. 
Cost of Flotation 
The author has prepared a statistical study of all the costs 
involved in a public flotation of common stock. The statistical anal-
ysis consists of both Regulation "A'' and Regulation "C" issues. The 
cost of flotation for common stocks is by far the most expensive of 
all securities because of the distribution costs involved. The largest 
single expense is the underwriter's commission which is usually 60% to 
85% of the total cost. Another form of compensation for underwriters 
is stock options or warrants given to underwriters to purchase a com-
pany's stock at below the public offering .price. If a company reim-
burses an underwriter for expenses incurred in the public offering, 
this also is considered as a portion of the total compensation paid an 
underwriter. These costs all are considered compensation because they 
directly benefit the underwriter financ ia lly. 
There are many other expenses associated with a public is-
suance. Many of these expenses are ffxed in nature and are most 
burdensome to a company selling a small issue of stock. The following 
is a brief description of most of these expenses: 
Securities and Exchange Commission 
registration fees 
All corporations floating Regulation "C" stock issues must 
pay this fee when the registration statement is filed with the Securities 
lwheat and Blackstone, op. cit., pp. 550-552. 
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and Exchange Commission. This fee is 1/ 100 of 1% of the total amount 
of the public offering. For example, if a company files a registra-
tion statement for the public sale of $1 mill ion of common stock, its 
registration fee will be $100. The minimum charge by the Commission 
is $25. 
Federal issue stamp tax 
and transfer tax 
The Federal issue stamp tax is a tax on the par value of 
the total stock issue. The tax is 11 / 100 of 1% of the par value of 
the issue. If a stock does not have a par value, then the charge is 
based on the market val ue of the .issue. The transfer tax does not af-
feet the initial stock issue by the company un less t he closing takes 
place in a state that taxes initial stock issues . If there are sell-
ing stockholders, they must pay the transfer tax. 
State blue-sky law 
fees and expenses 
These are expenses incurred by a company in the states in 
which it desires to sell its stock. Most companies have to qualify 
their stock issues under the various state blue-sky laws. The amount 
of expense involved is directly proportional to the number of states 
in which the underwriter desires to sell the issue. The underwriter 1 s 
counsel generally will qualify the i ssue in the desired states and the 
company usually will reimburse the underwriter for the expenses in-
curred. 
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Registrar and transfer agent's fees 
A transfer agent is appointed by a company to handle the trans-
fer of its securities. The transfer agent charges the company a fixed 
fee based upon the quantity of certificates regis t ered, issued, and 
transferred. The registrar maintains the official record of stockholders 
and also verifies the work of the transfer agent. Small companies with 
a limited number of stockholders usually only employ a transfer agent. 
Accounting fees 
These are charges for the preparation of necessary financial 
statements in order to comply with the Securities and Exchange Commis-
sion's requirements. These fees vary with the size and complexity of 
the business. 
Printing and engraving 
Most underwriters request that material filed with the 
Securities and Excha nge Commission be printed. Also, corporations 
that sell stock to the public for the first time usually adopt a new 
stock certificate. The elegance of the stock certificate is the major 
factor in its cost. 
Legal counsel 
The legal fee excluding underwriters' compensation usually 
is the largest expense to a corporation. The company's legal counsel 
may prepare the underwriting documents, if he is experienced in this 
type of work. If the legal counsel is inexperienced in securities work, 
the bulk of the burden will fall to the underwriter 's counsel. 
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Miscellaneous expenses 
A certain fixed amount usually is set aside to cover unitem-
ized and unexpected expend itures. 
The above- mentioned expenses and those as sociated with un-
derwriters 1 compensation, consist of t he costs incurred in the public 
sale of common stock. The author, in the following sections, will 
analyze the cost of flotation of various size common stock issues sold 
by small corporations. 
Cost Analysis of Regulation 11A11 
Common Stock Issues 
There is very little published matter concerning the cost 
of flotation of Regulation 11A11 stock issues. The Securities and Ex-
change Commission 1 s reports on cost of flotation .of corpo rate securi-
ties only cover registe red security issues {Regulation 11 C11 issues). 
The author has conducted a limited cost analysis of Regulation 11A11 
first underwritten issues of common stock sold to the public. Fifteen 
Regulation 11A11 stock issues that were publicly offered in 1960 and 1961 
were chosen for this study . The writer obtained actual cost informa-
tion from the records of the Securities and Exchange Commission. 
Table 14 contains the results of this cost analys i s by size 
of common stock issues. The first part of this table consists of a 
general breakdown of all the costs of flotation of Regulation 11A11 
stock issues as a percentage of the gross proceeds. These percentages 
are all in the form of mean averages . The second portion of this table 
is a detailed breakdown of all the costs as a percentage of the total 
cost of flotation. 
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TABLE 14 
REGULATION 11A'' COMMON STOCK ISSUES 
Costs 
Underwriters' Com-
miss ion 
Stock Options & War-
rants {below public 
offering price) 
Reimbursement of 
Underwriters• Expenses 
Total Compensation to 
UnderwrIter 
Other Expenses 
Total Average Costs 
Size of Issue 
$150,000 
& Less 
Over $150,000 
To $300,000 
Mean Cost of Flotation 
13.0% 
9.0 
2.3 
24.3% 
6.9% 
31.2% 
12.6% 
4.0 
1.0 
17.6% 
3.2% 
20.8% 
Total Reg 11A11 
Issues 
($300,000 & Less) 
12.6% 
6.7 
1.3 
20.6% 
4.2% 
24.8% 
98 
TABLE 14--Continued 
Size of Issue 
Costs Total Reg ''A'' 
$150,000 Over $150,000 Issues 
& Less To $300,000 {$300,000 & Less) 
Costs %of the Total Cost of Flotation 
Underwriters' Com-
mission 43.5% 60. 7'/o 55.2% 
Stock Options & War-
rants {below public 
offering price) 29.0 19.3 22.6 
Reimbursement of 
Underwriters' Expenses 6.9 4.6 5.2 
Total Compensation to 
Underwriter 79.4% 84.6% 83.0% 
Other Expenses 
Legal Fees 6.9% 7.3% 7.2% 
Accounting Fees 1.4 3.4 2.9 
Printing & Engraving 3.5 3.4 3.5 
M i see llaneous 8.8 1.3 3.4 
Total Other Expenses 20.6% 15.4% 17.0% 
Total 100.0% 100.0% 100.0% 
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The mean cost of flotation of Regulation "A'' issues of 
$150,000 and less was 31.2% of the gross proceeds. This was sub-
stantially greater than the mean costs associated with Regulation "A" 
stock issues of above $150,000. The average cost of flotation for 
issues of this size was 20.8%. All the flotation costs involved with 
Regulat ion 11A11 common stock issues of above $150,000 were less than 
costs incurred with issues of $150,000 and less. Compensation paid 
underwriters averaged 6.7% more on the smaller Regulation "A' ~ stock 
issues. This variation mainly resulted from the cost associated with 
stock options and warrants. 
In Table 14 the other expenses incurred by small corporations 
floating issues of $15QPOO and less were 6.9% of the gross proceeds. 
These expenses were more than 100% greater than the same type of ex-
penses associated with stock issues of above $150,000. Most of these 
expenditures are fixed and the larger the Regulation "A" issue, the 
smaller the percentage of gross proceeds. 
The average cost of flotation of all the Regulation "A" 
stock offerings was 24.8% of the gross proceeds. Compensation to the 
underwriter was 20.6% and other expenses represented 4.2% of the total 
cost of flotation. 
The second part of Table 14 clearly depicts the relative 
impo rtance of underwriter's compensation to the total cost of flotation. 
Eighty-three percent of the cost of flotation for Regulation "A" issues 
consists of compensation paid underwriters . The remaining 17% repre-
sents numerous other expenses. 
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The largest expense excluding compensation to the under-
writer was legal fees. Printing and engraving expenditures were next 
in importance, but substantially less than legal fees. 
The author also analyzed the cost of flotation of the 15 
Regulation 11A11 issues by type of underwriting contract (firm commitment 
and agency underwriting contracts). Five of 15 issues were handled 
on an agency type contract. Table 15 contains the results of this 
analysis by the size of the issue and the type of the contract. 
The table shows that the cost of flotation to a small 
corporation for agency type underwriting contracts is much greater 
than incurred with firm commitment contracts. In fact, for issues 
$150,000 and less, the average cost incurred in agency type agreements 
was more than twice the cost of a firm commitment underwriting contract. 
Small firms which floated issues of this size through an agency type 
contract were required to give underwriters stock options and warrants 
to purchase their stock substantially below the public offering price. 
The cost differential between firm commitments and agency contracts 
narrowed for stock issues above $150,000. Most of the costs involved 
in flotations for both types of contracts declined as the size of the 
stock offerings increased. The total costs for all Regulat ion 'W' is-
sues averaged 33.1% for agency type underwriting contracts. 
Table 15 clearly portrays that underwriters charge less for 
firm commitment type agreements even though they assume the risk of 
distribution through the purchase of corporations' securities. The 
TABLE 15 
COST OF FLOTATION BY TYPE OF UNDERWRITING CONTRACT 
Size of Issue 
$150,000 Over $150,000 Total Reg 
11A' 1 
& Under To $300,000 Firm 
Firm Firm Agency Commitment 
Agency Commitment Agency Commitment 
Underwriters• 
Commission 15.0% 11.3% 12 .9% 9 . 2% 13.7% 9.7% 
-0 
Stock Options 
& Warrants 
{below public 
offering price) 18 . 0 -- 7.0 2.5 11.4 1.9 
Other Expenses 12.0 6.4 5.0 4.0 8.0 4.5 
Total Costs 45.0% 17.7% 24.9% 15.7% 33.1% 16.1% 
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reason for this seemingly strange situation is that firms that obta in 
agency type underwriting contracts are more speculative investments 
and the underwriter usuaTJy will have a more difficult time in selling 
the company's stock. 
The range of the cost of flotation of the 15 Regul ation 11A11 
common stock issues was from 10.7% to 49 . 0%. This large range in cost 
of flotation for Regulation 11A' 1 issues indicates the degree of vari-
ance in types of firms utilizing financing means to obtain equity 
funds. 
This statistical analysis of the cost of flotation of 
Regulation 11A11 stock issues indicates the cost which a small corpora-
tion can expect to pay for a public offering of common stock. The 
high cost of flotation associated with agency type underwriting agree-
ments makes it virtually prohibitive for a small company to utilize 
this type of underwriting contract for public financing. If a small 
corporation can obtain a firm commitment contract from an underwriter 
at a reasonable cost, then the company should go public. Document 
Reference Corporation is an example of a small corporation that obtained 
a firm commitment contract from an underwriter at a reasonable cost. 
This corporation was able to float a common stock issue of $300,000 
for a cost of flotation of only 12.2%. 
A small privately owned corporation should reconsider its 
public financing plans, if its cost of flotation is going to be 
above 20% of the gross proceeds. 
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Cost Analysis of Regulation 11C11 
Common Stock Issues 
The author analyzed the cost of flotation of 14 Regulation 
11 C11 common stock issues of $2 million and below. The cost information 
for these stock offerings was obtained from registration statements and 
prospectuses at the Securities and Exchange Commission. The author 
utilized actual and estimated costs in the analysis. The estimated 
costs were obtained from Article 23 of the registration statement. 
These costs consisted of all other expenses other than compensation paid 
the underwriter incurred in public financing . . Corporations are re-
quired to estimate in Article 23 of the registration statement ex-
pected expenses such as: Securities and Exchange Commission fees, 
Federal issue and transfer taxes, expenses of qualification under state 
blue-sky laws, printing and engraving expenses, legal fees, accounting 
fees, and miscellaneous expenditures. 
The results of this analysis of Regulation "C" issues of 
$2 million and less are shown in Table 16. 
The average cost of flotation for common stock issues of 
$t million to $1 mi Ilion was 19.7% of the gross proceeds. The costs 
associated with these stock issues were only slightly less than the 
costs incurred with Regulation 11A' 1 issues of above $150,000. The 
sharp decrease in flotation costs occurred in issues of over $1 mi II ion. 
The average cost of flotation for this size issue was 12.5% of the 
gross proceeds in comparison to 19.7% for Regulation 1lC11 stock issues 
of $t million to $1 million. As shown in the table, the average 
underwriters• commission declined from 11.0 to 9.3%. Also, corporations 
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TABLE 16 
REGULATION 11 C11 COMMON STOCK ISSUES 
Size of Issue 
Costs $-! - $1 · Over $1 - $2 
Tota 1 Reg 11C11 
($2 M i 11 ion 
M llllon M i 111 on & Less) 
Mean Cost of Flotation 
Underwriters' 
Commission 11 .0% 9.3% 10.5% 
Stock Options & 
Warrants· (below 
public offering 
price) 3.0 2.0 
Reimbursement of 
Underwriters' Expenses 0.9 0.3 0.6 
Total Compensation to 
Underwriter 14.9% 9.6% 13. 1% 
Other Expenses 4.8% 2.9% 3·~k 
Total Costs 19.7% 12.5% 17.0% 
Costs 
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TABLE 16--Continued 
Size of Issue 
H- $1 
Mill ion 
Over $1 - $2 
Million 
Costs% of the Total Cost of Flotation 
Underwriters• 
Commission 
Stock Options & 
Warrants (below 
public offering 
price) 
Reimbursement of 
Underwriters• Expenses 
Total Compensation to 
Underwriter 
Other Expenses 
Securities & Exchange 
Commission Fees 
Federal Issue & 
Transfer Taxes 
Blue-Sky Law Fees 
Legal Fees 
Accounting Fees 
Printing & Engraving 
M i see ll aneous 
Total Other Expenses 
Total 
55.8% 
15 . 2 
0.9% 
0. 8 
ll. l 
5.9 
5.0 
l.O 
24.7% 
l 00. 00/o 
75.0% 
2.0 
77.0% 
l. 1% 
l.l 
7.4 
5. l 
6.3 
2.0 
23.0% 
100. 0% 
Total Reg 11 C11 
( $2 Million 
& Less) 
64.0% 
8 .7 
3.5 
76.2% 
0.9% 
0.9 
9 .6 
5.7 
5.7 
l.O 
23.8% 
100 .0% 
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that floated common stock issues of more than $1 mill ion did not have 
to compensate underwriters with additional remuneration in the form 
of s tock options or warrants to purchase their stock below the public 
offering price nor did they have to as frequently reimburse underwriters 
for their expenses. The total compensation paid underwriters declined 
from 14.9% to 9.6% of the gross proceeds for stock issues over $1 
million. The other expenses of a flotation, which are mostly fixed 
in nature, decreased from 4.8% to 2.9%. The second part of Table 16 
shows that underwriters• compensation still represents a large per-
centage of the total cost of flotation, although less than it did with 
Regulation 11A11 issues. 
Other flotation expenses incurred by sma 11 corporations were 
a greater percentage of the total cost than with Regulation 11A11 issues 
because of registration requirements established by the Secur ities and 
Exchange Commission for Regulation ••c•• issues. As Regulation 11 C11 
issues get larger, the other expenses will decrease in significance, 
and compensation paid to the underwriter will increase. This trend 
is shown in the second part of Table 16. 
The largest expenditure in Regulation 11 C11 stock offerings 
excluding underwriters• compensation was legal fees. This is a large 
expense in Regulation 11 C11 issues because of registrat:ion and other 
legal requirements. Printing and engraving and accounting fees follow 
legal fees as large expenditures incurred in Regulation 11 C11 public 
offerings. Corporations that sold Regulation 11 C11 also were required 
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to pay a Securities and Exchange Commission fee. Since this fee is 
1/ 100 of 1% and is a relatively small expenditure, it is not shown in 
the second part of Table 16. 
The author was unable to compare the cost of flotation by 
type of underwriting contract because of the limited number of agency 
type contracts in issues of this size. Most of the agency type con-
tracts occur in Regulation 11A11 issues. Only a very small percentage 
of Regulation 11 C11 issues are handled without a firm commitment type 
underwriting contract. 
The range of the cost of flotation of the 14 Regulation 11 C11 
stock issues was from 6.2% to 43.0%. The corporation with a cost of 
flotation of 43. 0% gave the underwriter a large quantity of stock 
warrants to purchase their stock at below the pub! ic offering price. 
Most of the 14 issues in this analysis were much closer to the lower 
extremity than to the higher one. 
A comparison of Tables 14 and 16 {Regulation 1W 1 issues and 
Regulation 11 C11 issues) will bring forth immediately the following con-
clusions: 
I. The cost of flotation for Regulation 11A11 issues is 
greater than for Regulation 11 C11 common stock issues. 
2. As the size of the common stock issues get larger, the 
cost of flotation decreases. 
3. The underwriters 1 commissions as a percentage of gross 
proceeds decline as the size of common stock issues increases. 
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4. The need for additional compensation for underwriters in 
the form of stock options or warrants to purchase stock 
below the public offering price or the reimbursement of 
underwriter~ expenses by the company decreases as the size 
of common stock issues increase. 
5. The expenses of a flotation excluding compensation paid 
underwriters are generally a larger percentage of gross 
proceeds in smaller issues because of their fixed 
characteristics. In this analysis these other expenses 
of stock offerings above $150,000 were less than small 
Regulation 11 C11 issues of between H mill ion and $1 
million because of the extra cost of registe ring these 
small Regulation ••c•• issues. This situation changes as 
Regulation 11 C11 stock issues increase in size. 
6. The largest expense other than compensation paid to un-
derwriters was legal fees in both Regulation 11A11 and 11 C11 
common stock issues. 
Cost of Capital of Common Stock 
The financial cost of capital associated with common stock 
issues is no t easily determined. There is no inherent recurring fixed 
charge to this type of security. Common stockholders are eligible to 
receive dividends when and if declared by the board of directors of a 
corporation. Although many investors consider this as a return on 
their investment, a corporation cannot consider the payment of dividends 
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as its sole cost of capital. The common stockholders also are con-
sidered owners of the business. A cost also must be placed on rein-
2 
vested earnings not paid directly to the stockholders. If a firm 
grows and prospers as a result of the reinvested earnings, the future 
dividend payments will have a tendency to increase. Therefore, it is 
not justifiable to determine the financial cost of common stock based 
only on the current payment of dividends to stockholders. 
The problem of establishing the cost of capital for debt 
and preferred stock {non-participating) is not as difficult as for 
common stock because of the financial characteristics of these 
securities. Creditors and preferred stockholders receive continual 
fixed payments and do not have any ownership rights in the corporation. 
If a corporation floats a $300,000 issue of 6% debentures to the public, 
the financial cost of utilizing these funds will be slightly greater 
than 6%. The cost of flotation reduces the amount of funds received 
by the corporation and as a result, the actual cost of these funds is 
slightly more than 6%. The creditors and preferred stockholders only 
receive as payment from the company a certain fixed percentage regard-
less of the growth and development of the firm. As the corporation 
gets stronger the risk of their investment will decrease but they will 
not receive increased payments. 
The determination of the cost of common stock is difficult 
because of the characteristics of this security. The best method to 
2 
Pearson Hunt, Charles M. Williams, and Gordon Donaldson, · 
Basic Business Finance {Homewood, Illinois: Richard D. Irwin, Inc., 
l958)t p . 513 . · 
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measure the total cost of capital to a corporation is through the 
resulting effect on earnings per share. 3 If a small corporation de-
sires to raise a specific amount of capital through the sale of common 
stock, the expected rate of return on the project should be estimated 
in order to determine the effect on earnings per share. It will not 
be to the advantage of the present owners, under most situations, to 
raise funds through the sale of common stock for a part icular project 
if earnings per share decrease. This will result only in a dilution 
of their earning capacity. The rate of return on the new funds in-
vested in ·the corporation should equal at least the present rate of 
return. This will be demonstrated in the following example. 
A small corporation is considering a Regulation "A'' issue of 
common stock for expansion purposes and intends to sell 100,000 shares 
of its common stock at $3 per share to obtain the desired amount of funds. 
The corporation expects to earn the same amount of money this year as 
it did last year, if the expansion does not take place. Earnings per 
share, on 100,000 shares after taxes, were $1 last year. The 
corporation must earn at least $200,000 after taxes, if the expansion 
p la ns are adopted, in order to prevent any dilution of earnings per 
share. 
This minimum rate of return on a new investment which does 
not create any dilution of earnings power, is considered the cost of 
capital for an issue of common stock. To determine this rate of return 
31bid . , p . 514. 
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or cost of capital, the projected earnings per share, if the project 
is not adopted, is considered as the cost of funds and expressed as a 
percentage of the net obtainable price per share of stock on a new 
4 
issue. The method is demonstrated by the following formula: 
C: The cost of capital on a public issue of common stock 
on an after-tax basis. 
E :The earnings per share anticipated if additional fi na ncing 
is not obtained. This is usually based on the prior year 1 s 
earnings per share. 
P =The net price obtainable on the new common stock after 
0 deducting the cost of flotation. 
E c : 
Table 17 contains the cost of capital of the common stock issues of 
the author•s three field case s . 
For Document Reference Corporation the cost of capital of 
its stock issue was 8.2%. This was by far the largest cost of capital 
because it had the largest earnings per share (cost) and the lowest 
net price per share . The proceeds that this corporation obtained from 
its stock issue of $300,000 were $263,388.37 . The company must earn 
at least a rate of return on these funds of 8.2% or approximately 
$21,588 in order to maintain its current earnings per share of $0 .36. 
This cost of capital of 8.2% is a greater financi a l cost 
than the company paid when it borrowed funds from financial institutions. 
But, Document Reference Corporation 1 s borrowing capacity was extended 
4 1bid., p. 515, 
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as far as possible and the company needed equity for expansion and 
diversification. The owners of this firm still expect the rate of 
return on the investment to exceed the financial cost. 
TABLE 17 
DETERMINATION OF THE COST OF CAPITAL 
FOR COMMON STOCK 
c = E . 
Companies 
Cost of Earnings 
Capital Per Share 
Document Reference 
Corporation 8.2% $0.36 
Comet, Inc. .6 0.03 
Eastern Development 
Corporation 1.8 0.25 
p 
0 
Net Price 
Per Share 
$4.39 
5.03 
14.07 
For Comet, Incorporated, and Eastern Development Corporation 
the costs of capital for their respective stock issues were very low. 
These two corporations were examples of small growth companies in 
glamorous industries going public. The investing public in the late 
1950's and early 1960's was wi 11 ing to pay a premium for common stock 
issues in the electronic and space industries. As a result, Comet, 
Incorporated, with earnings of $0.03 per share was able to float an 
issue of common stock for $6 per share. This price was approximately 
200 times earnings of the corporation. Eastern Development Corporation's 
113 
earnings per share were $0.25 and the company's public offering price 
of its stock was $15 per share. This corporation's price-earning ratio 
was approximately 60 to 1. As a result of these high price earnings 
ratios these two firms had to earn very little on their investment to 
prevent a dilution of the original owners' earnings per share. Comet's 
cost of capital was .6% and Eastern Development 1 s cost of capital was 
1 .8%. 
The price earnings ratio, if based on the net price obtainable 
per share, is a reciprocal of the cost of capital. The higher the 
price earni ngs ratio, the lower the cost of capital. Since the price 
earnings ratios increased appreciably in the late 1950's and early 
1960's, the cost of capital of equity funds obtained from investors 
decreased. Many privately owned corporations sold public stock offer-
ings for the first time in this period because of the high price per 
share the investors were willing to pay for their common stock. The 
return on the investment of capital required to cover financial costs 
in order that no dilution of earning occur, was appreciably reduced. 
This was why many small corporations found this method of financing 
their growth and development financially advantageous. 
The writer believes that the above-mentioned method is the 
most suitable method of measuring the cost of capital of common stock 
issues. An important factor in considering the sale of common stock 
to the public is its resulting effect on earnings per share. A dilu-
tion of old stockholders' earnLngs per share will a ffect directly the 
value of their investment. 
CHAPTER VI 
FEDERAL AND STATE LEGAL REQUIREMENTS 
Prior to the 1930 1 s there was no Federal regulation of the 
investment banking industry. The need for this legislation clearly was 
demonstrated in the 1920 1 s. During this period common stock financing 
was quite popular. The speculative mood of the investing public was 
reinforced by the investment banking community as a result of a 
change in its conservative tendencies. Many issues of common stock 
were originated by underwriters without any proper determination of 
the financial merits of the endeavors. The securities were sold to the 
investing public through the deliberate concealment of pertinent in-
formation. The opportunity for large profits was the most important 
factor to a large segment of investment banking industry. These 
practices continued to flourish throughout this period until the stock 
market crash of 1929. The abuses of the 1920 1 s were documented by the 
United States Senate Committee on Banking and Currency during its 
investigation of the stock exchange and banking practices made between 
1 March 1932 and June 1934. From the investigation the Senate committee 
determined that there was nothing impelling investment bankers to make 
full and complete disclosure to investors concerning security issues. 
11nvestment Bankers Association of America, op. cit., p. 576. 
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The Securities Act of 1933 was passed by Congress to prevent 
the recurrence of the abuses of the 1920's. 
Federal Securities Act of 1933 
In May 1933, the Federal Securities Act was enacted to cor-
rect many of the abuses associated with the public sale of new securiti e s. 
This law became known as the 11 truth in securities act. 11 The two basic 
2 
objectives of this legislation were: {1) to make readily available 
to investors financial and other material pertinent to securities 
offered for public sale, {2) to prohibit misrepresentation , deceit, 
and other fraudulent acts and practices in the public sale of securities. 
To insure the accomplishment of the objectives of this 
legislation the Securities and Exchange Commission was established in 
1934 by the Securities and Exchange Act. Corporations interested in 
selling public offerings for more than $300,000 were required to submit 
a registration statement to the Commission. The objective of the 
registration statement was to provide the investor with facts con-
cerning the corporation so that an adequate appraisal of the company 
could be made~ The Commission does not pass upon the merits or demerits 
of securities or on the accuracy of the registration statements. The 
only thing the Commission attempted to accomplish was the full, f ai r 
and accurate disclosure of information. To accomplish this mission , 
the Commission was given the power to make investigations, subpoena 
witnesses or documents, issue stop orders and apply for court in-
junctions to cease continued abuses. 
2u.s. Securities and Exchange Comn1ission, The Work of the 
Securities and Exchange Commission (Washington, D.C . : U.S . Government 
Printing 0 ff ice, March, 1962} , p. 1 • 
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An integral part of the registration sta t ement is the pro-
spectus in which the security is offered for sale. The Securities Act 
of 1933 requires that all investors must be given a copy of the com-
pany's prospectus before they purchase the security. 
The Securities Act does not require every sale of a security 
to fulfill registration and prospectus requirements. The following 
securities and transactions are conditionally or wholly exempt from 
these requirements:3 (1) private offerings of securities, (2) intra-
state security offerings, (3) offerings not in excess of $300,000 and 
in compliance with Regulation 'W' of the Securities and Exchange Com-
mission, (4) corporations that exchange securities wi th their stockholders 
(without payment of remuneration to solicit the exchange), (5) 
transactions by non-controlling security holders and brokers' 
transactions, (6) securities issued by farmers' cooperatives and 
building and loan associations, (7) corporations which issue insurance 
or endowment policies and are subject to Federal or state supervision, 
(8) common carriers which issue securities if the issuance is subj ect 
to the Interstate Commerce Commission, (9) securities offered by 
Federal, state and local governments, government instrumentalities and 
supervised banks, (10) commercial paper maturing within 9 months for 
current transactions, (11) securities originated by religious, 
charitable, and fraternal organizations not operated for profit. 
3 
U.S. Securities and Exchange Commission, "How the Securities 
Act of 1933 Affects Small Business," Equity Capital and Small Business, 
U.S. Small Business Administration, Small Business Management Series No. 
24, ed. Edward L. Anthony (Washington, D.C . : U.S. Government Printing 
Office, 1960), pp • .16-17. 
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All of the above-mentioned exemptions except the exemption 
of Regulation 11A11 offerings not in excess of $300,000 , do not require 
notification of the Securities and Exchange Commission. A corporation 
selling a Regulation 11A11 issue must submit to a regional office of the 
Securities and Exchange Commission a letter of notification on Form 1-A. 
The Securities Act of 1933 accomplished its second major ob-
jective by prohibiting fraudulent transaction. Many of the abuses of 
the l920 1 s such as deliberate misstatements and omission of material 
facts were made illegal . by the Act 1 s antifraud provision. Any deliberate 
violation of the law made by the parties involved subjects them to fine 
and imprisonment. The defrauded investors are allowed to bri ng the 
parties to court and obtain indemnification. 
Registration Procedure Under Regulation 11C11 
The rules contained in Regulation ••c•• for security issues of 
more than $300,000 implement the full and complete disclosure principle 
of the Securities Act of 1933. Corporations that do not qualify under 
any of the exemptions must file a registration statement (Form S-1) 
with the Securities and Exchange Commission. Form S-1 contains a Jist 
of 31 questions that must be answered by a corporation. The first 
part of the registration statement consists of 21 questions that must 
be answered in the prospectus when it is submitted to the Commission 
as a part of the registration statement. These questions constitute 
the more important disclosures. A prospectus , as defined by the 
Securities Act, includes any notice, circular, advertisement, letter 
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or communication, written or spoken, which offers the security for 
sale. Every investor must be given a copy of the prospectus prior to 
purchasing a company 1 s security. Questions 22 through 31 of the 
registration statement do not have to be included in the prospectus, 
but must be answered by the corporation in order to fulfill its 
registration requirements. Appendix V contains a list of these questions 
taken directly from Form S-1 . 
A perusal of these questions indicates the complexity of 
the registration process. It is mandatory that a corporation obtain 
legal counsel experienced in the preparation of registration state-
ments. The preparation of the registration statement is usually a 
combined effort of the underwriter and its legal counsel with the 
corporation and its legal counsel. It is only through the cooperation 
of all parties involved, that the registration statement is properly 
prepared. 
The registrant must reasonably attempt to answer all the 
questions on Form S-1. If information is not available concerning a 
particular subject matter, the registrant does not have to answer the 
question . The burden is on the registrant to prove that the question 
cannot be answered without expending an extraordinary amount of time 
and funds. 
After the completion of the registration statement, it is 
signed by the registrant, its principal executive officer or officers, 
its principal financial officer, its controller or principal accounting 
officer, and at least the majority of the corporation 1 s board of 
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directors. The registration statement is then submitted in triplicate 
to the Securities and Exchange Commission. The corporation also must 
include with the registration statement, funds for the payment of a 
registration fee. This registration fee is 1/100 of 1% of the gross 
proceeds but cannot be less than $25. 
The registration statement is sent to the Division of 
Corporate Finance of the Securities and Exchange Commission. A small 
group of analysts, mainly lawyers and accountants, review and examine 
the submission for deficiencies. The corporation cannot sell its 
common stock until the registration statement is declared effective 
by the Commission. The earliest that the registration statement can 
be declared effective is 20 days after filing (including Saturday~, 
Sundays and holidays) if the document does not have any deficiencies. 
If deficiencies are found, the examiners will prepare a letter of 
comment pointing out the deficiencies in the registration statement. 
An amendment to the registration statement is submitted in triplicate 
to the Securities and Exchange Commission to correct these deficiencies. 
Upon the filing of an amendment the 20 day waiting period starts anew 
and reverts to the date of the filing of the amendment. 
The Securities and Exchange Commission, through an amend-
ment of the Securities Act, has the power to accelerate the waiting 
period of a security offering. A corporation will prepare an applica-
tion for acceleration when it has corrected all of the deficiencies in 
the registration statement except for the firm establishment of the 
offering price. The underwriter at the same time the company files an 
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application for acceleration, must submit a report on the distribution 
of the ••red herring•• prospectus. The Commission can withhold accelera-
tion and request a delaying amendment at the end of the 20 day waiting 
period if the Commission feels it needs more time to analyze the infor-
mation. In the Eastern Development Corporation field case, the under-
writer waived the benefit of indemnification in order to enhance the 
approval of the registration statement by the Commission. 
The price amendment is usually the last correction prior to 
the effective date of the registration statement. It is usually filed 
the morning the registration statement is declared effective. This 
amendment establishes the public offering price of the common stock. 
Also, at the same time the price amendment is submitted to the Commission, 
the underwriting agreement between the underwriter and the company is 
signed. The examiners will take the registration statement to the 
Commission and a formal order wi 11 be issued declaring the registration 
statement effective as of -this particular day. 
Prior to this declaration, the Securities Act of 1933 requires 
that all the underwriters conduct a reasonable investigation of the 
company. As a result a 11 due diligence•• meeting is conducted and all 
the underwriters who have not been in direct contact with the company 
attend the meeting and question the corporation concerning its registration 
statement. 
Once the registration statement is declared effective and 
sales of stock are made to the public, the registrant does not have the 
right to withdraw the registration statement. 
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The Sec~rities and Exchange Commission after the initiation 
of the public offering has the authority, if deficiencies are discovered, 
to issue a stop order. This stop order will give publicity to the 
deficiencies in the registration statement. Stop orders also can be 
issued before the registration statement becomes effective. The 
Commission is empowered to conduct an investigation in order to 
determine whether a stop order should be issued. A court injunction 
can be requested by the Commission if there is a continued violation 
of securities regulations after a stop order has been issued. If a 
registration statement has not been declared effective, the company 
has the authority to withdraw this document from registration. The 
U.S. Supreme Court decided this question in the case of J. Edward 
4 
Jones vs Securities and Exchange Commission (298 U.S. 1). Table 18 
contains a variety of reasons gi ven by 118 registrants of fiscal year 
1961 for requesting withdrawal of their registration statements from 
the Securities and Exchange Commis sion. 
In the following table the most frequently mentioned reason 
for the registrant's withdrawal request -was a change in financial plans. 
Another important reason gi ven was that financing was obtai ned e 1 se-
where. The author believes that a large percentage of the registrants 
stating these two reasons for withdrawal were prompted into action 
after the receipt of the letter of comment from the Securities and 
Exchange Commission. Only 28% of the registrants (reasons 1 and 2) 
4 
Investment Bankers Association of America, op. cit., p. 598. 
l. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
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TABLE 18 
REGISTRANTS' WITHDRAWAL REQUESTS 
Reason 
Wi thdrawa 1 requested after receipt 
of the staff's letter of comment 
Reg istrant was advised that state-
ment should be withdrawn or stop 
order proceedings would be necessary 
Change in f i nanc i a I p 1 a rs 
Change in market conditions 
Financing obtained elsewhere 
Regulation ''A'' could be used 
Registrant was unable to negotiate 
acceptable agreement with underwriter 
Wi.ll ref i 1 e on different form 
Total 
Number of 
Statements 
Withdrawn 
23 
9 
45 
6 
22 
10 
2 
118 
Percent 
Of Total 
Withdrawn 
20 
8 
38 
5 
19 
8 
100 
Source: Securities and Exchange Commission, 27th Annual 
Report, 1961 {Washington, D.C .: U.S. Government Printi ng Office), 
p. 30. 
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related their withdrawal requests directly to action of the Securities 
and Exchange Commission . Ten of the registration withdrawals resulted 
from the inability to negotiate a final underwriting agreement with an 
underwriter. This gives some indication of the reliability of informal 
agreements reached with underwriters in initial discussions . It is 
very rare for underwriters to withdraw from offerings even though they 
do not have a legally binding agreement with the corporation . 
In fiscal year 1961, 1,389 Regulat ion 11 C11 issues of securities 
were declared effective by the Commission as compared to 1,275 in 
fiscal 1960 and 925 in fiscal 1959.5 The time In registration under 
the Securities Act of 1933, by months in fiscal year 1961, is shown 
in Table 19. 
In the fiscal year 1961 the median (average) number of days 
a security was in registration was 55. In f ·iscal years 1960 and 1959 
6 
the median number of days was 43 and 28, respectively. As the volume 
of registration statements increased, the number of calendar days re-
. qui red for registration statements ro become effective also increased. 
As shown in Table 19, the median number of days from the initial 
filing of the registration statement to the date of the staff's letter 
of comment was 39. Corporations were forced to file delaying amend-
ments with the Securit,ies and Exchange Commission because the volume 
of registration statements precluded the available examiners from 
5u.s . Securities and Exchange 
Annual Report, 1961 (Washington, D.C.: 
Office, 1962), p. 26. 
6 
Ibid. 
Commission, Twenty-Seventh 
U.S. Government Printing 
Months 
July 1960 
August 
September 
October 
November 
December 
January 1961 
TABLE 19 
TIME IN REGISTRATION UNDER SECURITIES ACT OF 1933 
BY MONTHS DURING FISCAL YEAR ENDED JUNE 30, 1961 
Number of Calendar Days 
From Date From Date 
Of Or I gIna 1 Of Letter From Amend-
Filing t'o Of Comment ment After 
Date of To Date of Letter to 
Staff's Filing Amend- Effective 
letter of ment There- Date of 
Comment after Registration 
44 II 7 
40 10 7 
40 II 7 
36 11 7 
37 10 7 
39 12 7 
39 11 7 
Total Number of 
Number Registra-
of tlon 
Days In Statements 
Registration Effective 
-N 
+:-
62 104 
57 100 
58 105 
54 115 
54 119 
58 87 
57 92 
February 
March 
Apri 1 
May 
June 
F i sea 1 1961 
For Median 
Effective 
Registration 
Statement 
TABLE 19--Continued 
45 14 
40 11 
33 9 
34 9 
40 10 
39 10 
7 66 85 
7 58 111 
5 47 113 
6 49 178 
6 56 160 
6 55 l ,389 
Source: Securities and Exchange Commission, 27th Annual Report, 1961 (Washington, D. C.: 
U.S . Government Printing Office), p. 27. 
N 
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rapidly processing this document within the 20 day waiting period. The 
median time in fiscal year 1961 for the preparation and filing of the 
amendment to the registration statement was 10 days. The registration 
statement became effective 6 days {median) after the filing of the 
amendment. 
Since the stock market decline of May 1962, the number of 
registration statements filed with the Secur ities and Exchange Commission 
has decreased sharply. As a direct result of this situation the total 
number of days a corporation must wait for its registration statement 
to become effective also has decreased appreciably. 
Regulation 11A11 --General Exemption 
Under Section 3{b) of the Securities Act, the Commission is 
empowered to exempt, by its rules and regulations and subject to 
such terms and conditions as it may prescribe therein, any class 
of securities from registration under the act, if it finds that 
the enforcement of the registration provisions of the act with re-
spect to such securities is not necessary in the public interest 
and for the protection of investors by reason of the small amount 
included or the limited character of the public offering. The 
statute imposes a maximum limitation of $300,000 upon the size of 
the issues which may be exempted by the Commission in the exercise 
of this power .7 
The above statement clearly states the authority of the 
Securities and Exchange Commission in exempting certain security issues 
from registration. It is not within the scope of this paper to analyze 
all the exemptive rules and regulations. In this section, the author 
will discuss Regulation •w•, the general exemption. This regulation 
allows corporations that qualify for the exemption to sell security 
l I b i d • , p • 40 • 
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issues of $300,000 or less without registering wit h the Securities and 
Exchange Commission. A ·corporation must comply with the regulation in 
order to be exempt from registration provisions. Regulation 11A11 requires 
the filing of a letter of notification on Form 1-A. Appendix VI lists 
the items (contained in Form 1-A) that a corporation must answer and 
submit to the Commission. Schedule I of Form 1-A contains the informa-
tion that must be included in an offering circular if the security 
issue is greater than $50,000. The offering circular is an integral 
part of the notification process. The offering circular is the docu-
ment which offers the security for sale to the investing public. 
Every investor must be given an offering circular prior to actually 
making an investment. Appendix VI also contains a brief synopsis of 
the information required in an offering circular . 
The maximum size of a security issue that can be exempt from 
registration in any one year is $300,000. If a corporation sells two 
issues of stock for $300,000 the same year, only the first issue will 
qualify under Regulation 11A11 • Selling stockholders of a small corpora-
tion are limited to the sale of only $100,000 of the $300,000 for their 
own account. If a small corporation has not shown a net profit in the 
last two years, then the selling stockholders cannot sell any stock for 
their own account. 
Prior to the amendment of the Securities Act, the size of a 
security issue exempt from registration was only $100 , 000. The amount 
was increased to $300,000 in 1945 in order to reduce the cost of 
flotation to a greater number of small corporations utilizing the 
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capital markets. Very few small corporations float security issues 
for $100,000 or less. 
A corporation that is planning to sell a stock issue for 
$300,000 or less must submit four copies of the notification (Fo rm 1-A) 
and four copies of the offering circular to the Commission's nearest 
regional office in order to qualify for the exemption . from registration. 
If the public offering is not in excess of $50, 000, offering circulars 
do not have to be submitted or used in the public offering. Nearly 
all Regulation 11A11 security issues are greater than $50,000 and as a 
result most small corporations must prepare an offering circular. 
The notification on Form 1-A must be filed at least ten days 
{Saturdays, Sundays and holidays excluded) prior to the public sale of 
the securities. This letter of notification must be signed by the 
issuer and all of the selling stockholders. Any amendments to the 
notification must be submitted in quadruplicate to the same regional 
office ten days prior to the public offering. 
The Commission will not grant an exemption if the offering is 
not in accordance with Regu ]at ion 11A11 or in accordance with prescribed 
disclosure requirements. A suspension order can be issued by the Com-
mission if there are any violations of the law and violators are subject 
to civil and criminal liabilities. 
The Commission may authorize, at its discretion, and upon 
written request from the issuer, the commencement of the public offering 
prior to the expiration of the ten day waiting period. If no 
acceleration is requested, the public offering will start ten days after 
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the filing of the notification. 
The requirements for the public sale of stock under 
Regulation ''A" are not as stringent as registration requirements. A 
corporation can sell stock to the public with very little delay in its 
financing plans. A full and complete registration under Regulation "C" 
of the Securities Act requires a number of months of preparation. This 
was the main reason that Document Reference Corporation {field case) 
floated a $300,000 stock issue. The corporation needed funds for 
immediate expansion. Registration statements in June of 1961 were 
taking an unusually long time to be processed by the Commission. 
The letter of notification prepared on Form 1-A does not 
requIre as deta i 1 ed information as required under Regulation 11 C11 • 
There is no formal registration or approval required. A Regulation 
11 C11 registration requires a summary of earnings for five years, a 
certified balance sheet and a certified profit and loss statement . for 
three years. Financial statements for Regulation "A" issues do not 
have to be certified although they must be prepared in accordance with 
generally accepted accounting principles and practices. Financial 
statements of Regulation "A" issues must contain a balance sheet, state-
ment of cash receipts and disbursements for two years, and an analysis 
of surplus for two years. Both Regulations "A" and "C" require new 
financial statements if the issues are filed more than 90 days after 
the preparation of the last year end statements. These new financial 
statements do not have to be certified but must be prepared in accordance 
with regulation S-X which governs the preparation of financial state-
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ments. Regulation 11 C11 also requires a complete description of the 
business, property and the terms of the issue. 
The utilization of the general exemption from registration 
{Regulation 1W!) has increased in recent years. In f i sea 1 year 1961, 
1,057 notifications were filed under Regulation 11A11 covering proposed 
offerings of $239,920,549 in comparison with 1,049 and 854 Regulation 
8 
11A11 issues in 1960 and 1959. Most of the corporations that utilize this 
exemption are small firms. Table 20 contains pertinent information 
concerning the offerings under Regulation 11A11 • 
It is quite discernible from this table that the majority of 
Regulation 11A11 issues are between $200,000 and $300,000. The number 
of issues of $100 ,000 or less are declining even though the number of 
Regulation 11A11 issues has increased substantially since 1959. This 
table also indicates that a greater percentage of small corporations 
are utilizing underwriters. In fiscal year 1959 only 37% of all the 
companies floating Regulation 11A11 issues utilized the services of 
underwriters. In fiscal year 1961, 48% of the total issues used under-
writers. A small corporation should not attempt a public offering 
unless it can obtain an underwriter. An underwriter is necessary for 
guidance and advice t o small firms because of their lack of financial 
experience in the capital markets. 
State Regulations-- Blue-Sky Laws 
State regulations were adopted by various states in an effort 
to protect the public investor from the fraudulent sale of securities. 
81bid., p. 41. 
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TABLE 20 
OFFERINGS UNDER REGULATION 11N 1 
Fi sea 1 Year 
Size 
1961 1960 1959 
$100,000 or Less 165 220 222 
Over $100,000 But Not 
Over $200,000 201 216 162 
Over $200,000 But Not 
Over $300,000 691 613 470 
1,059 1,049 854 
Underwriters 
Used 511 450 318 
Not Used 546 599 536 
1 ,057 1,049 854 
Offerers 
Issuing Companies 1,006 1 '021 797 
Stockholders 28 27 31 
Issuers & Stockholders 
Jointly 23 26 
I ,057 1 ,049 854 
Source: Securities and Exchange Commission, 27th Annual 
Report, 1961 (Washington, D.C.: U.S. Government Printing Office) p. 41 . 
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The first state to adopt such legislation was Kansas, in 1911.9 Since 
this initial legislation, every state has some form of securities law 
except Nevada. These laws are known as 11blue-sky laws" because there 
is a reference to "speculative schemes that have no more basis than so 
10 
many feet of b I ue s ky 11 in a Supreme Court case. The b I ue-s ky I aws 
did not provide sufficient protection for the investing publ ic because 
of many inherent weaknesses in these laws. The major de ficiency of 
state regulations is that their jurisdiction is 1 imited to intrastate 
security sales. Once security sales are made in a number of states this 
distribution activity is held to be interstate commerce and only sub-
ject to the jurisdiction of the Federal Government. Some of the other 
difficulties with state laws are: the lack of uniformity of state 
legislation, the numerous exemptions that are permitted, and the weak 
administration of the s tate laws. 11 As a result of all these deficien-
cies, Federal legislation was required to insure the protection of the 
investing public. 
There are three basic types of blue-sky laws: {I) antifraud 
laws, (2) broker-dealer licensing laws, {3) registrati on of securities 
I aws. 12 
9weldon Welfl ing, Financing Business Enterprise {New York: 
American Institute of Banking, 1960), p. 208. 
10 1bld. 
11 Harry G. Guthmann and Herbert E. Dougall, Corporate Financial 
~ (3rd ed. rev . ; Eng lewood Cliffs, New Jersey: Prentice-Hall, Inc., 
1956}, p . 320. . 
12 1nvestment Bankers Association of America, op. cit., pp . 620-
621. 
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Antifraud laws 
These laws give the attorney general of the state the power 
to investigate and prosecute any perpetrators of fraudulent acts in 
the sale of securities to the public. This legislation does not re-
quire the registration of the security or the selling dealers. The 
a tto rney general is not authorized to take action prior to the sale of 
the security to the public. 
Broker-dealer 1 icensing laws 
Many states have blue-sky laws that require dealers, brokers 
and other distributors to register or obtain a license in order to 
conduct business operations in a particular state. The brokers and 
dealers must show proof of financial responsib) lity in their applica-
tion for a license. The proposed business operations must be free 
from any manipulative or fraudulent action. This type of legislation 
attempts to regulate the distributors or sellers of securities within 
a particular state. 
Registration of securities laws 
This is the most prevalent type of state legislation. This 
requires the registration of a security prior to the sale of the security 
to the investing public living within the particular state . There are 
two types of registration: (1) by notification, (2) by qualification. 
Registration by notification is limited to certain types of securities 
and financially strong corporations. Thi s type of registration only 
requires the filing of certain informat ion accompanied by a registration 
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fee . Nearly all small corporations are required to register through 
qualification. This requires the filing of a more detailed application 
than the one required for notification. This application is carefully 
examined by a state regulatory agency. The security cannot be sold 
within the borders of the state until permission Is granted . 
Most states have comprehensive type legislation covering the 
sale of securities within the state. They do not have merely one 
particular type of blue-sky laws, but instead have passed two or three 
types. 
CHAPTER VII 
THE PUBLIC OFFERING AND THE OVER-THE-COUNTER MARKET 
The Public Offering 
The market for the sale of first underwritten common stock 
issues of small corporations is limited primarily to individual in-
vestors. Many large institutional investors are restricted by legal 
re.quirements or investment policy from purchasing common stock of small 
corporations. As a result of this market situation, investment bankers 
underwriting these stock issues must contact a large number of 
i nvestors. 
Many underwriters handling Regulation 11 C11 issues of common 
stock ($2 million or less) will invite other investment banking houses 
to participate in the underwriting. An underwriting syndicate usually 
will be formed to purchase the stock issue from the corporation. This 
spreads the underwriting risk over a number of investment firms. The 
managing underwriter will handle most of the arrangements with the 
corporation. The formal agreement among the underwriters of the syndi-
cate to handle the issue is signed just prior to the public offering. 
Underwriting syndicates usually are not formed with Regulation "A'' 
issues because of the size of these stock issues. 
In Regulation ''AI' or "C" stock issues the underwriters 
generally will offer part of the stock issue to certain dealers at a 
!35 
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price concession. These dealers may permit a certain price concession 
to other dealers. A price concession is given to dealers in order to 
facilitate the sale of those shares of common stock that are given up 
by an underwriter or a purchasing syndicate. The amount of the price 
concession to the dealers is directly proportional to the difficulty 
1 
expected in the sales effort. 
Underwriters of Regulation 11 C1 ' issues are allowed to create 
a market for a new issue by distributing a ''red herring'' prospectus 
prior to the declaration of the effective date of the registration. 
This ''red herring11 prospectus is prepared for public distribution when 
it is believed that the registration statement filed with the Securities 
and Exchange Commission will not require many changes. The 11 red 
herring11 prospectus is distributed to all the underwriters in the 
syndicate and in turn to selected deale rs in order to arouse public 
interest in the new stock issue. The dist ributing parties of the 
prospectus in turn receive from their customers "indications of interest" 
which are actually purchase orders but which can be canceled once the 
2 
registration statement becomes effective. Underwriters and dealers 
are not allowed to se ll any of the stock of the new issue until the 
registration statement is declared effective by the Commission. 
The "red herring" prospectus should contain all the informa-
3 
tion of a regular prospectus, with the exception of: (1) price per 
1Harold William Stevenson, Common Stock Financing (Ann Arbor, 
Michigan: University of Michigan, 1957), p. 123. 
2 tsraels et al. (eds.), op. cit., p. 155. 
3u.s. Securities and Exchange Commission, General Rules and 
Re ulations Under the Securities Act of 1933 (Washington, D.C.: U.S. Govern-
ment Printing Office, February, 1962 , p . 39. 
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share, (2) underwriting discount or commission, (3) discoun t s or com-
missions to dealers, {4) amount of proceeds, {5) other information 
based upon the offering price. The term "red herring'' .is derived from 
the front page of the preliminary prospectus which has a statement 
printed in red ink. The following is such a statement as used by Comet, 
Incorporated {field case): 
A registrati on statement relating to these securities has been 
filed with the Securities and Exchange Commission but has not yet 
become effective. Informati on contained herein is subject to com-
pletion or ame ndment. The securities may not be sold nor may offers 
to buy be accep t ed prior to the time the registration statement 
becomes effective. This prospectus shall not cons t itute an offer 
to sell or the solicitation of an offer to buy nor shall there be 
any sale of these s ecurities in any state in which such offer, 
solicitation o r sale would be unlawful prior to registration or 
qualification under the securities laws of any such state. 
Also in red ink at the top of the front page are the words 
' 'Preliminary Prospectus" and the date of the document. Underwriters of 
Regulation 11A11 issues are not allowed to prepare and distribute 
preliminary offering circulars. There really is no need for such 
authority because of the size of the stock issue. 
If a corporation receives a notice from the Securities and 
Exchange Commission or a regional office that it can start its public 
offering, a bona fide effort must be made to sell the stock to the public 
within three business days after receipt of the not ice. The corporation 
must notify the Commission or the regional office of the reason for 
any delay if the issue has not been offered to the public. 
When the public offering finally commences, those investors 
who have indicated an interest in the stock issue are sent copies of 
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the prospectus or offering circular and are encouraged to place their 
orders. Shortly after the i~itiation of the public offeri ng, the under-
writer{s) will place a "tombstone advertisement" in the financial pages 
of periodicals or newspapers . The "tombstone advertisements' ' are 
limited to the following information: 
1. A statement to the effect that this advertisement is 
neither an offer to sell nor a solicitation of an offer 
to buy any of these securities. The offering is made 
only by the prospectus or offering circular. 
2. The number of shares being offered , the type of security, 
its par value and the offering ~rice per share. 
3. The name of the corporation and the date of the public 
offering. 
4. The name and address of the underwriter(s) from whom 
copies of the prospectus or offering circular may be ob-
tained . 
The purpose of the "tombstone advertisement" is to publicly announce 
the offering and generate more interest in the new stock issue. 
During a public offering underwriters have the lega l authority 
to buy and sell securities in order to stablize the market price per 
share at the public offering price or slightly above this price. 
Underwriters were given this authority by Federa l legislation because 
of the need for price stabilization during the public offering of a 
security. When an underwriter, under normal market conditions, places 
a large quantity of stock for sale on the market, there is a tendency 
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for the market price of the stock to decline. A price decline in the 
market value of new stock issues would result in severe financial loss 
for underwriters who had purchased the stock issues. This would pre-
elude underwriters from utilizing firm commitment type underwriting 
contracts. 
The Securities and Exchange Commission established the 
following two rules concerning price stabili zation in order to protect 
4 
investors and prevent illegal price manipulation: 
1. If underwriters have any intent ion of supporting the 
market price of a new issue, it must be stated in the 
prospectus or offering circular. 
2 . Underwriters are required to submit daily reports to the 
Securities and Exchange Commission on their price 
stabilization activities. 
The success of the public offering depends heavily on the 
condition of the stock market • . If the stock market is rising, the 
speculative mood of individual investors will increase. During such 
periods, many new issues are oversubscribed and are completely sold out 
as soon as they are offered to the pub 1 i c. In the author's two Regu-
lation 11 C11 field cases , Comet, Incorporated, and Eastern Development 
Corporation, these corporations' first underwritten common stock issues 
were oversubscribed and were never traded at the public offering price. 
The supply of stock available for sale was less than the advanced 
4 Investment Bankers Association of America, op. cit . , pp. 491-
492. 
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orders received by the underwriters through the dsitribution of 11 Red 
Herring11 prospectuses. The common stock issue of Document Reference 
Corporation, a Regulation 11A11 flotation, was completely sold out within 
a week. 
All three corporations analyzed by this author floated common 
stock issues during periods of increased speculative sentiment of in-
vestors and a rising stock market. 
The Over-the-Counter Market 
The over-the-counter market consists of thousands of securities. 
The securities traded in the over-the-counter market range from the most 
secure investments to the most speculative ones. The name given this 
market is misleading because there are no formal stock exchanges where 
buyers and sellers actually get together. Most of the transactions are 
conducted by telephone, teletype and telegraph. The prices established 
on securities are not obtained through an auction as with securities 
on stock exchanges but instead are derived from negotiations. 
The over-the- counter market can be divided into two general 
classifications: {l) the new issue market, (2) the after-market 
{secondary market). These two markets cover different time periods of 
an issue. The new issue market covers that period from the date of the 
public offering to the completion of the sale of the issue. The initial 
public offering of securities requires a substantial amount of distribu-
tion activity by underwriters. Each investor must be furnished with a 
prospectus or offering circular. The prospectus or offering circular 
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provides the investors with information necessary to make an investment 
decision. 
If underwriters purchase a common stock issue from a corpo-
ration this issue must be sold immediately to the public so that the 
underwriters can utilize their funds for other propositions. Under-
·writers must develop sufficient buying interest in a security in order 
to accomplish this objective. 
Once the formal public offering is completed, the after-market 
or secondary market in the issue commences. This market establishes 
a medium through which investors can sell their investments. The market 
operate s through the process of bids and asks by dealers. Dealers 
purchase a security for inventory purposes or for customers. They 
usually specialize in a selected number of issues actively traded .or 
in issues that have been underwritten by their investment firm. It is 
through the dealers that an after-market in a new issue is created. 
A bid is the dealer 1 s buying price and an ask is his selling 
price. There are two different bid and ask prices of a stock in the 
after-market. One set of bid and ask prices is considered wholesale 
prices to other dealers. To guide dealers and brokers in the wholesale 
market the National Quotation Bureau, Incorporated, publishes each day 
a quotation service listing many securities and the names of underwriting 
5 firms making a market in the securities. This quotation bureau only 
lists wholesale or inside prices. 
5 Ralph E. Badger, Harold E. Torgerson, and Harry G. Guthmann, 
Investment Principles and Practices, (5th ed. rev.; Englewood Cliffs, 
New Jersey: Prentice-Hall, Inc., 1961), p. 75. 
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The other set of bid and ask prices for securities in the 
after-market is the retail prices for which investors may be able to 
purchase or sell securities. The retail prices of the more active 
securities will appear in the financial pages of newspapers. These 
bid and ask prices in the newspaper are compiled by the National Asso-
elation of Securities Dealers, Incorporated. These prices do not 
represent actual transactions, but are guides for the public as to 
the prices for which securities may have been purchased or sold. 
The after-market is a sporadic type market because of the 
limited activity. in most issues. The security dealers' primary role 
is to bring buyers and sellers together and, secondarily, to offset 
6 
temporary variations in the supply of, and demand for, securities. 
As a result of the intermittent activity in these issues, it is not 
always possible to bring a buyer and seller together. The dealer who 
maintains a market in a security must be willing to buy and sell the 
stock for his inventory in order to cover variations in supply and 
demand. When a dealer purchases a stock for his own account, the risk 
of a possible future market value decline is assumed. The compensation 
for the dealer for the assumption of risk is the difference between the 
bid and ask pr ice • . This is known as the dealer's spread. 
The National Association of Security Dealers, a regulatory 
organization for the over-the-counter market, has established a policy 
on the size of the spread that is considered fair and equitable. This 
6 
Irwin Friend et al., The Over-The-Counter Securities Markets 
{New York: McGraw-Hill Book Company, 1958), p. 14. 
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action by this regulatory organization was prompted by a court case in 
1943. The case of Charles Hughes and Company vs. the Securities and 
Exchange Commiss.ion left undecided the question of what was a reason-
able markup, but the court held that a margin of 25% above the current 
inside price was unreasonable. 7 Following this court case, the National 
Association of Security Dealers conducted a survey among its members in 
the over-the-counter market on the gross profit obtained on transactions. 
The results of the survey showed that 47% of transactions resulted in 
a gross profit of less than 3% and 71% of the transactions were at a 
8 
spread of less than 5%. As a result of this survey, the National 
Association of Security Dealers instructed its members that the follow-
ing factors must be considered in establishing a spread: (1) the price 
of the security and its fluctuations , {2) amount of funds involved in 
the transaction, (3) time and effort expended, (4) any unusual services 
rendered. The National Association of Securities Dealers also stated 
that in securities selling under $10, a gross profit of more than 5% 
above the current inside price was ordinarily justifiable. In securities 
selling for more than $10, a spread of 5% is considered the maximum. 
The National Association of Securities Dealers allows a dealer 
to charge a cu~tomer the spread only if the dealer is acting in a 
merchant capacity and he purchases the stock for his own account. If 
the dealer is acting as an agent (broker) of a customer, the only fee 
that he is permitted to charge is the regular brokerage commission. The 
7u.s. Congress, Senate, Committee on Banking and Currency, 
Factors Affecting the. Stock Market, Report No. 1280, 84th Cong., 1st 
Sess., 1955, p. 159. 
S I b i d • , p • 1 60 • 
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dealer must inform the customer what their relationship is in each 
transaction. 
The following is an example of the operation of the over-the-
counter market. A customer of an investment firm is interested in 
purchasing a particular stock in the over-the-counter market. This 
investment firm does not maintain a market in this particular secur i t y. 
The broker notifies the customer that he will act in a merc hant capacity. 
The traders of the investment firm check the National Daily Quotation 
Service which 1 ists investment houses creating a market for the security. 
The tr~ders contact these investment firms creating a market and de-
termine the best inside ask price. They purchase the securit y in the 
desired quantity from this investment firm. The retail market price 
of the stock t o the customer includes a markup on the price paid by 
the investment firm. This procedure is basically the same when an 
investor desires to sell a particular security. 
This brief example of the operations of the over-the-counter 
market indicates the importance of having investment firms create a 
market for a security. If a stockholder of a sma l l corporation desired 
to sell his investment immediately, this would not be possible unless 
the corporation's underwriter or other Investment firms are creating 
a market for this security . To create a market infers that an invest-
ment firm must be willing to either buy or sell the security regardless 
of the present supply or demand . 
The author, in the survey of underwriters, asked them whether 
they maintain an after-market in the companies they underwrite. It is 
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very important to a small corporation that an after-market in its common 
stock be maintained by at least the underwriter. As a result of the 
small size of the issues and the limited activity (transactions), most 
other investment firms will not maintain an afte r- market i n the stock. 
Table 21 contains the results of the survey. 
Yes 
No 
Sometimes 
TABLE 21 
PERCE NTAGE OF UNDERWRITERS MAINTAI NING 
AN AFTER-MARKET 
Frequency 
18 
2 
Percentage 
Of Total 
85 
5 
10 
Eighty-five percent of the underwriters answering the 
question stated that they maintained an after-market in corporations 
they underwrite. The other underwriters stated that it was not their 
normal policy to maintain an after-market. Small corporat ions under-
written by these underwriters probably do not have any investment firm 
creating a market for their stock . The stockholders of the corporations 
will have difficulty in selling their investment as a result of this 
situation. 
Although 85% of the underwriters answering this survey 
question maintained an after-market, the important factor is whether or 
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not they maintained an active after-market. This is very difficult to 
quantitatively measure. An active after-market is advantageous because 
it establishes the proper value on a corporation's common stock. If a 
small firm prospers, this condition will be reflected more accurately 
in the market price of a stock actively traded. The prices of common 
stocks ~ot actively traded are subject to an arbitrary establishment 
of a market price. Also, through an active after-market greater dis-
tribution of the stock to the public will be accomplished. This will 
create more public interest in the company. 
The underwriter and other interested dealers can create an 
active after-market by continuously "taking a position in the market" 
by either purchasing or selling the security. If interest wanes, a 
concerted effort should be made to stimulate pub! ic interest. This can 
be accomplished through the preparation and distribution of published 
matter to the public. 
Regulation of the Over-The-Counter Market 
The Securities and Exchange Commission regulates the over-
the-counter market through the registration of all dealers and brokers 
using the mails or any other means of interstate commerce. The 
Securities and Exchange Act of 1934 gave the Commission the authority 
to supervise the over-the-counter market, but it does not require dealers 
and brokers to register .if they deal exclusively in intrastate or ex-
empted securities. Registration is not automatic arid it can be denied 
if it is found best for the public interest. Dealers and brokers cannot 
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conduct interstate business operations unless they are registered with 
the Securities and Exchange Commission. 
Registered broker-dealers annually must submit financial state-
ments to the Commission, maintain a prescribed capital ratio of 20 to I, 
subject themselves to periodic investigation, supply certain informa-
tion to customers and follow certain rules and procedures in the 
operation of the business . 9 The periodic inspection of registered 
broker-dealers is the most effective means of regulation available to 
the Securities and Exchange Commission. During the inspections, the 
financial condition of these investment firms is closely scrutinized . 
Also, pricing policies and many other factors affecting the investing 
public are analyzed to determine whether there have been any violations 
of the securities laws. 
The Securities and Exchange Commission further regulates the 
over-the-counter market through the direct supervision of the National 
Association of Security Dealers. This association was established in 
1939 pursuant to an amendment to the Securities and Exchange Act of 
1934. The amendment known as the Maloney Act was passed by Congres s 
in 1939 and provided for the self regulation of the industry by national 
securities associations. The associations were required to register 
with the Commission and to establish standards specified by the 1939 
legislation. The only national securities association to be established 
and registered under this legislation was the National Association of 
9 
Friend et al., op. cit., p . 34. 
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Security Dealers. The rules of this association, as required by the 
Maloney Act, are designed to promote just and equitable principles of 
trade, to prevent fraudulent and manipulative acts and practices and 
10 
to meet other legislative requirements. Through the above-mentioned 
rules the association attempts to regulate its membership. This member-
ship consists of brokers and dealers trading in the over-the-counter 
market. 
The Maloney Act provided an incentive for dealers and brokers 
to join a self-regulating national association. The rules of such a 
national association may preclude any member from dealing with a non-
member except on the same relationship as with the investing public. 
The National Association of Security Dealers adopted this provision. 
Thus, membership in this national association is necessary in order to 
obtain price concessions and discounts from other brokers and dealers. 
It would be very difficult for an i nvestment firm to conduct operations 
profitably without membership in this association. 
The power of the National Association of Security Dealers to 
impose severe economic sanctions is its main deterrent to the violation 
of its rules of fair practice. When a violation is discovered, the 
association can take sanctions commensurate with the seriousness of the 
violation. Some of the sanctions available include expulsion or sus-
pension of membership, fine, and censure . The disciplinary measures 
taken by the association are subject to review by the Secur ities and 
Exchange Commission. 
1°u.s., Securities and Exchange Commission, 27th Annual Report, 
1961, p. 86. 
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The effectiveness of the regulation of the over-the-counter 
market is presently being investigated by a task force of the Securit ies 
and Exchange Commission. In August of 1961, Congress appropriated 
$750,000 for a complete analysis by the Commission of the trading and 
marketing practices of the national securities exchanges and the over-
the-counter market. This action was taken as a result of a number of 
questionable security dealings in the "bull market" of the late 1950's 
and early 1960's. The purpose of the s tudy is to determine whether 
the present rules and regulations of the securities markets are adequate 
for the protection of the investing public. The Securities and Exchange 
Commission is required to report its results to Congress in April of 
1963. Recommendations for additional legislation also will be sub-
mitted to Congress. 
CHAPTER VII I 
EQUITY FINANCING THROUGH THE 
PRIVATE PLACEMENT METHOD 
The private placement of an issue ·of stock to a small group 
of investors is an alternate method of raising risk capital for a 
small business corporation. This method of financing was developed 
pursuant to the passage of the Securities Act of 1933. This legisla-
tion exempted privately-placed security issues from regi stering with 
the Securities and Exchange Commission. The exemption greatly 
facilitates the process of obtaining capital as it allows a corporation 
to raise more than $300,000 of funds without incurring the expenses 
or problems of a formal registration. 
In recent years private placements have accounted for 
approximately one-third of the total funds obtained through the sale 
of new securities. The private placement of stock issues represents 
only a small percentage of the financing accomplished through this 
method. The private placement of new issues of notes and debentures 
accounts for more than 90% of the total financing . 
In this chapter the author will discuss the private place-
ment of common stock issues and compare this method of obtaining capital 
with public financing. 
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The Distinctions Between A Private And 
A Pu blic Offering 
The Securities Act of 1933 was administered by the Federal 
Trade Commission prior to the establishment of the Securities and Ex-
change Commission in 1934. This regulatory commission established a 
single quantitative test for determining whether security issues 
qualified as private placements . If an offering was made to approxi-
mately 25 investors, this issue would be considered a private offering. 
The Securities and Exchange Commission rejected this single quantitative 
test establi s hed by the Federal Trade Commission. The Securities and 
Exchange Commission stated that factors other than the number of 
individuals to whom the stock was offered also must be considered. 
The principle additional factors utilized by the Securities 
and Exchange Commission in determining the difference between a public 
1 
offering and a private placement are as follows: 
1. The number of offerees and their relationship to each 
other and to the issuer of the securities. 
2. The numbe r of units offered for sale to the investors. 
3. The proposed size of the security nffering. 
4. The manner of the offering and whether an underwriter 
was utilized in the transaction. 
The above-mentioned factors increase the number of tests an issuer 
must be cognizant of in privately placing a security issue. It is not 
possible for an issuer to offer a particular security to 25 investors 
1 
Investment Bankers Association of America, op. cit., 
pp. 604-605. 
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and be absolutely certain that the Securities and Exchange Commission 
will consider this issue as a private placement. 
The doctrine promulgated by the Commission concerning private 
placements was tested by the following court case: The U.S. Securities 
and Exchange Commission vs the Ralston Purina Company (Case 346 U.S. 119 
2 
1953 ) . The United States Supreme Court supported the Commission's 
position that an exemption from registration was not available to the 
company . The Ralston Purina Company had made a private offe ring of 
stock to several hundred of its employees. The Supreme Cour.t stated 
the following tenets in its opinion: (1) the offerees by reason of 
their relationship must have access to information that would have 
appeared in a registration statement if it were prepared, (2) the of-
fering must be made to investors who have substantial investment ex-
perience and can 11 fend for themselves.'' 
The Securities and Exchange Commissi6n also places the 
burden of determining the investor's intentions on the issuer. The 
issue is not considered a private placement and the issuer is not en-
titled to an exemption unless the investors purchase the securities for 
investment only. If the issue is purchased by a small group of in-
stitutional investors and immediately reoffered to the public, the issue 
will not qualify as a private placement. Issuers; in an effort to 
protect themselves when they privately place an issue, will obtain an 
investment letter from the purchasers. This investment letter will 
state that the securities have been purchased for investment only, 
21sraels et al. (eds.), op. cit., p. 16. 
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with no intention of immediate resale or distribution. Some letters 
contain a required period for holding the investment . In the Comet, 
Incorporated, field case, most of the corporation's initial financing 
was obtained from private placements. The purchasers of the issues 
) 
were required to furnish Comet, Incorporated, with investment letters 
stating the purpose of the purchase of these securities. 
Type of Security 
Small corporations interested in obtaining needed long-term 
funds through the private placement method of financing must determine 
what type of security would be most advantageous to utilize. In an ef-
fort to determine the type of security a small corporation should sell 
to investors, the aut hor questioned underwriters in the su rvey of in-
vestment firms on the type of security they recommend to sma ll corpora-
tions. Table 22 shows the results of this phase of the survey. 
Although over 90% of the total dollar volume of private place-
ments is debt issues, the t ype of security in Table 22 most frequently 
mentioned by the underwriters was common stock. Forty percent of the 
underwriters recommended that small corporations interested in the direct 
placement of an issue utilize common stock for this purpose. Twenty- six 
percent of the underwriters recommended the use of convertibl e debentures . 
Eight percent of the underwriters recommended other convertible secur i-
ties that would allow the holders to obtain common stock if the corpo-
ration should prosper. A large percentage of the underwriters (26%) 
indicated that their choice of the type of security a small corporation 
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should use depended on various circumstances. Some underwriters stated 
that they handled each corporation separately. Others stated that they 
would recommend either common stock or a security that could be con-
vertible into common stock. 
TABLE 22 
TYPE OF SECURITY RECOMMENDED BY UNDERWRITERS 
(PRIVATE PLACEMENT) 
Type Frequency 
Common Stock 9 
Convertible Debentures 6 
Convertible Preferred Stock 
Other 
Convertible Notes 
Debentures with Detachable 
Stock Purchase Warrants 
Depends on Circumstances 6 
Percent of 
Answers 
40 
26 
4 
4 
26 
The most striking feature of this survey is that no underwriter 
recommended straight debt or preferred stock. They all indicated a 
preference for either common stock or convertible type securities. All 
the underwriters i ndicating a preference for a security believe t hat a 
small corporation would have to offer the purchasers of its securities 
some type of equity position. 
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The author, in personal interviews, questioned underwriters 
concerning their recommendations for the type of security a small firm 
should attempt to place privately to obtain long-term financing. All 
the underwriters agreed that in order for a small company to place a 
private issue successfully, the investors must be given an opportunity 
to share in the growth and development of the company. This can be 
accomplished only through the sale of common stock or convertible type 
securities. The Comet, Incorporated, field case is an example of a 
smal 1 corporation that privately placed issues of common stock and con-
vertible type securities in order to obtain capital for its business 
operations. All the purchasers of these securities were given an op-
portunity to share in the company's future growth. 
Sources of Private Funds for Small Corporations 
Life insurance companies represent the greatest source of 
funds for privately placed security issues. Approximately 90% of all 
direct placements are purchased by life insurance companies. 3 Nearly 
all of their investment purchases are fixed income securities (notes 
and bonds). Life insurance companies are restricted from substantial 
equity investments in corporations because of the speculative nature 
of equity securities. This restriction has reduced substantially the 
sources of funds available to small corporations. 
3Jean Ross Skinner, "Private Placement," Dun's Review and 
Modern Industry, January, 1963, p. 35. 
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The Comet, Incorporated, field case contains examples of the 
four major sources of funds available for small corporations to private-
ly place stock or convertible type securities. These sources are venture 
capital firms, investment banking houses that purchase securities for 
their own account, wealthy individual investors, and small business in-
vestment companies. The author wil 1 discuss briefly the first three 
sources in this section. The fourth source, small business investment 
companies, will be discussed thoroughly in the next chapter. 
Venture capital firmi are formed for the specific purpose of 
investing funds in small growth companies. The venture capital firms 
are very selective in determining in which corporations they will in-
vest. The management and the financial condition of a prospective in-
vestment are closely scrutinized. One or two percent of the total 
applicants actually obtain funds from venture capital firms. These fi-
nancing firms require an equity position in corporations in which they 
invest. This is usually accomplished through the purchase of either 
stock or interest-bearing debentures convertible into common stock. 
Venture capital firms also require that a corporation be within three 
to five years of going public. They do not want their funds to be 
11 locked in11 for a period greater than five years. Venture capital firms 
expect their investment to at least double in value in five years. 
It is very important that a corporation select a financially 
strong venture capital firm. The Comet, Incorporated, field case is a 
good example of what can occur if a financing firm defaults on its 
agreement because of financial difficulty. Comet, Incorporated, as a 
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result of two defaults of its contracts with two interrelated venture 
capital firms, incurred a se r ious financial situation. 
t omet , Incorporated, was temporarily rescued from its finan-
cial dilemma by the private placement of a five year convertible note 
with an investment banking house. Occasionally, investment bankers will 
purchase securities for their own accounts provided that the situation 
indicates extensive growth and capital gain potential. 
More frequently, investment bankers wi 11 act as agents for 
corporations and privately place security issues among their clientele. 
Comet, Incorporated privately placed convertible debentures through a 
brokerage firm to eight of its clients. All these individuals invested 
a substantial amount of money . This type of investment is limited to 
wealthy investors because of the legal qualifications of private place-
4 
ments. 
A corporation can also privately float an o f fering by direct-
ly approaching investors. This method is not too successful unless the 
owners of the firm have wealthy associates who are interested in invest-
ing in the company. These wealthy investors, whether approached by an 
agent or directly by the owner of the company, are not interested in 
investing for dividend income because of their present high income tax 
bracket. Wealthy individuals will invest in a small corporation mai.n-
ly for the capital gain opportunities. If a compa ny does not offer 
capital gain potential, these Investors will not risk their funds in the 
business. 
4 Guthmann and Dougall, op. cit., p. 312 . 
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Private Placement Costs 
The costs involved in privately placing an issue of stock 
are substantially less than the costs incurred in a public offering of 
equity. The area of greatest savings is the compensation for underwriters. 
A small corporation can attempt to place a stock issue itself or it can 
utilize a finder. It is very difficult for a small company to place 
privately an equity issue with success unl ess the owners of the firm 
have wealthy associates. Investment houses and venture capital firms 
maintain very stringent standards which a firm must meet in order to 
obtain funds. 
Most sma ll corporations employ finders to seek purchasers of 
the proposed security issues. A large percentage of these finders are 
investment banking firms. Many of theie flrms have clientele that are 
interested in purchasing an equity position in a small growth company. 
The amount of the fees charged by agents or finders is shown in Table 23. 
The fees charged by finders for the placement of small stock 
issues were substantially greater than for larger issues. The finders' 
fee as a percentage of the proceeds of the stock issues of $300,000 or 
less was 4. 15%; and for issues between $300, 000 and $500,000, decreased 
to 3. 15%. The large decrease in finders' fees occurred in stock issues 
privately placed of over $500,000. The fee paid finders decreased by 
more than 50% for these issues as compared to stock issues of less than 
$500,000. 
Although the f ee paid to agents on the private placement of 
stock issues of less than $500,000 was relatively high, it was still 
Size of Issue 
( $ M i 11 ions) 
Under 0.3 
0.3 0 .4 
0.5 - 0.9 
1.0 - 1.9 
2.0 - 4.9 
5.0 - 9.9 
10.0 - 19.9 
20.0 & Over 
Total 
159 
TABLE 23 
AMOUNT OF FEES PA ID AGENTS OR FIND ERS 
PREFERRED AND COMMON STOCK ISSUES 
PLACED PR IVATELY 
CLASSIFIED BY SIZE OF ISSUE 
1951, 1953 AND 1955 
No. of 
Issues 
8 
4 
11 
16 
19 
16 
2 
0 
76 
Amount of 
Proceeds 
($000) 
1,590 
1 ,526 
7,595 
19,477 
52,999 
85,380 
27,250 
195,817 
Fees 
Paid 
($000) 
66 
48 
111 
288 
538 
528 
299 
1,878 
Fees as % of 
Proceeds 
4.15 
3. 15 
1.46 
1.48 
1.02 
. . 62 
1.10 
1.00 (median%) 
Source: Securities and Exchange Commission, Cost of Flota-
tion of Corporate Securities , 1951-1955 (Washington, D.C . : U.S. Govern-
ment Printing Office, June, 1957) p. 64. 
substantially below the commission paid underwriters for public finan-
cing of Regulation "A'' and " C" issues of sim ilar size. Table 14 on pages 
97 and 98 contains the average cost of flotation of Regulation "A" stock 
issues as determined by the author by an analysis of recent public of-
ferings. The average commission received by the underwriter, exclusive 
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of stock options and warrants given an underwriter to purchase stock 
at below the public offering price and exclusive of underwriters ex-
penses paid for by the corporation, was 12.6% of the gross proceeds. 
It is difficult to detenmine what the average underwriting commission 
is for Regulation 11 C11 issues of greater than $300,000 and less than 
$500,000 because of the lack of flotations of this size. This scarcity 
has resulted from the prohibitive costs of registering such stock Issues. 
The author estimates that underwriters' commissions for stock issues of 
this size would be very similar to the average commission for Regulation 
11A11 issues. The compensation paid the underwriters to handle a public 
offering of stock by a small corporation is more than three times that 
paid a finder or agent for privately placing stock Issues of similar 
size. 
The average underwriting commission for public offerings of 
Regulation 11 C11 stock Issues of greater than $500,000 but less than $2 
million, as shown in Table 16 on pages 104 and 105, was 10.5% of the 
gross proceeds. This does not Include stock options or warrants given 
the underwriter or expenses of the underwriter paid by the corporation. 
The fees charged by finders for privately placing stock issues of these 
sizes averaged between 1.46% to 1.48% of the gross proceeds. The 
average commission paid an underwriter was approximately seven times 
greater than the average fee paid an agent for privately placing similar 
size stock issues. 
Compensation paid underwriters for the public offering of 
Regulation 11A11 and 11C11 stock Issues is substantially greater than fees· 
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paid agents or finders for privately placing the same size stock Issue 
5 because: 
1. Underwriters accept the risk of loss of capital. 
2. Distribution expenses are much greater for public offerings. 
3. Underwriters frequently form purchasing syndicates and the 
commission is divided a~ong the participants where as an 
agent or finder usually operates alone. 
Although fees paid agents or finders for the placement of stock Issues 
are less than commissions paid underwriters for public offerings, they 
are higher than fees charged by agents or finders for the private place-
ment of debt Issues. 
The expenses (i.e., legal fees, printing and engraving, account-
ing fees, state fees, etc.) associated with floating a stock issue 
privately are also lower than for a public offering of equity. Table 24 
contains a detailed breakdown of these expenses as a percentage of the 
total proceeds of the issues. 
The expenses incurred In the private placement of stock Issues 
of under $300,000 were 1.471% of the proceeds. These expenses were sub-
stantlally larger for issues of this size than for larger stock issues prf-
vately placed. The expenses associated with public offerings of $300,000 
or less as shown in Table 14 (pages 97 and 98) are 4.2% of the gross pro-
ceeds. The expenses incurred with privately-placed issues above $300,000 
and less than $2 million are much less than the other expenses of 
5 
Leness, Hartin, and Gilmartin, op. cit., p. 114. 
Expense 
Items 
Federal Re-
serve Stamps 
State Taxes 
& Fees 
Transfer Agents' 
Fees, etc. 
Printing & 
Engraving 
Legal 
Accounting 
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TABLE 24 
ITEMIZED fXPENSES 
CORPORATE ISSUES PLACED PRIVATELY 
PREFERRED AND COMMON STOCK 
CLASSIFIED BY SIZE OF .ISSUE 
1951, 1953 AND 1955 
EXPENSES AS % OF PROCEEDS 
OF ALL ISSUES 
Size of Issue($ Millions) 
Under 0.3-
0.3 0.4 
.066 .051 
.086 .001 
.001 
.059 .008 
.634 .073 
.283 
o.5-
o.9 
.083 
.008 
.001 
.022 
.334 
1.0-
1.9 
.087 
.034 
.008 
.081 
.360 
.009 
2.0-
4.9 
.078 
.014 
.003 
.029 
.273 
.005 
Engineering, etc •• 243 .012 .0]2 
M isee llaneous .045 .018 .020 .027 
Total I .417 • 133 .466 • 611 .501 
5 .o-
9.9 
.097 
.037 
.005 
.028 
.120 
.005 
.028 
.320 
Total 
.338 
Source: Securities and Exchange Commission, Cost of Fleta-
{median 
%) 
tion of Corporate Securities, 1951-1955 (Washington, D.C.: U.S. Govern-
ment Printing Office, June, 1957) p. ]2. 
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Regulation "C'' Issues shown in Tc;~b1e 16 (pages 104 and 105). These 
other expenses incurred as a result of the public offerings were 3.9% 
of the gross proceeds as compared to private placement expenses of much 
I ess than 1%. 
The largest expense item excluding finders fees, for private 
flotations, large and small, was legal fees. This also was the largest 
expense item, excluding compensation to underwriters, with public of-
ferings. Printing and engraving and accounting fees were a much smaller 
percentage of the total expenses of a direct placement than qf a public 
offering. 
Advantages and Disadvantages of Private Placements 
A small corporation considering this method of financing must 
analyze all the inherent advantages and disadvantages involved in a 
direct placement. Private financing also must be compared to any al-
ternate sources of obtaining funds before a decision can be made on 
the feasibility of a private placement of equity. In the Eastern De-
velopment Corporation field case, the management of the company was 
forced to make such a decision between either public or private financ-
ing. After carefully considering all factors involved, the management 
of this corporation rejected an opportunity to privately place a stock 
Issue and instead continued to prepare the company for a public offer-
ing. 
In this section the author will discuss the major advantages 
and disadvantages of a private offering of common stock as compared to 
public financing. 
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Advantages 
Cost of flotation 
The cost of flotation of a private placement is substantially 
less than the costs incurred in a public offering. A corporation can 
sell a stock issue personally or employ agents or finders. Even if 
agents or finders are employed, the company will still save 8% to 10% 
in commissiQn fees. Other expenses Incurred in a flotation will be re-
duced 3% to 4% by a private placement because of a large reduction in 
legal fees, printing and engraving expenses, and accounting fees. All 
other expenses also will be reduced. 
Exemption from Securities 
and Exchange requirements 
If a security Issue qualifies as a private placement, it Is 
exempt from legal requirements of flllng a registration statement or a 
letter of notification with the Securities and Exchange Commission. 
This will save the management of the small corporation many hours of 
preparation required for a public offering. The simplification of the 
private placement method will enable the company to obtain more rapidly 
its needed funds. 
No disclosure of Information 
The private placement method of financing does not require full 
and complete disclosure to the public. A company does not have to dis-
close certain facts concerning business operations that it desires to 
keep confidential. In a public offering a corporation is required to 
make a full and complete disclosure of business operations through the 
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preparation of various documents. This Information may be very useful 
to a competitor. 
Disadvantages 
Concentration of ownership 
In a private placement a small group of investors control a 
large portlqn of the firm's common stock. The management of a corpora-
tion must contend with a strong minority Interest in the company. This 
may erode management's decision-making prerogative. If the company sold 
Its common stock to the public, the shares would be greatly dispersed. 
A·large number of stockholders would own a smaller amount of stock. The 
original owners of the corporation would have more freedom of action. 
Lack of public Interest 
in the corporation 
The private placement of a stock issue does not build the 
company's public image as does a public offering. A corporation that 
obtains funds through a public offering obtains a certain amount of 
prestige in the eyes of the public from this endeavor. The name of the 
company appears in financial periodicals and newspapers and the public 
interest in the products and operations of the company is greatly en-
hanced. This will facilitate future financing plans. 
No market value on common stock 
A corporation that directly places an Issue of stock does 
not establish a market value for the security. If a company is interested 
In acquiring other firms, this lack of a market value on its common stock 
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will affect adversely Its bargaining position. Also, a market value on 
a corporation's stock will facilitate estate evaluation by the Internal 
Revenue Service upon the death of an owner. 
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CHAPTER IX 
SMALL BUSINESS INVESTMENT COMPANIES 
The growth of this nation 1 s economy in recent years has 
created a large demand of the part of small business for long-term 
funds. The shortage of equity funds in small companies seriously ham-
pers their growth and development. Small firms are unable to set aside 
sufficient funds for major expenditures because of the present_ tax 
structure. Although short-term funds are available to small firms in 
adequate quantity, there is a noticeable shortage of long-term funds 
available to small firms for fixed asset and expansion purposes. A 
financing gap existed In the structure of financial institutions will-
ing and able to provide equity capital funds for small businesses. 
This financing problem was brought to the attention of 
Congress in 1950 when President Truman concluded a message to the 
Legislature by saying that financial institutions were not meeting the 
expansion needs of small business and that legislation was required to 
1 
fill the existing gap. Thus, the Small Business Administration was 
2 
established by Congress In 1953. Its three main functions were to: 
1 Clifford L. Fitzgerald, Jr., "Problems in Review: Small 
Business Financing," Harvard Business Review, March-April, 1959, p. 8. 
2
carl Arlt, "Government Loan Programs for Small Business·," 
Federal Reserve System, Flnancinf Small Business (Washington, D.C.: 
Government Printing Office, 1958 , Part 1, p. 262. 
In 
u.s. 
168 
(I) provide financial assistance to small business through a Joan 
program, (2) assist small firms with management and technical prob-
lems, (3) obtain a fair share of Government contracts for small bus!-
ness. However, the Small Business Admlnlstration•s Joan program did 
not satisfy the equity capital needs of small business. Small business 
associations called for additional financing programs in order to in-
crease the supply of long-term funds available to small firms. 
In an effort to obtain a better understanding of the financ-
ing problems encountered by small business, the Federal Reserve System 
conducted a complete study of this subject. The resultant report was 
presented to the Eighty-Fifth Congress in the spring of 1958. The re-
port Indicated that the greatest need of small business was long-term 
investment funds to be utilized for the purchase of fixed assets and 
expansion purposes. 
On August 21, 1958, Congress enacted a series of amendments 
to the Small Business Administration Act of 1953 which became known as 
the Small Business Investment Act of 1958. This legislation authorized 
the Small Business Administration to establish an investment division 
to license and regulate small business Investment companies. The fol-
lowing is the purpose of this legislation as stated In Section 102 of 
3 
the Act: 
It Is declared to be the policy of the Congress and the purpose 
of this act to improve and stimulate the national economy in gener• 
al and the small business segment thereof in particular by estab-
lishing a program to stimulate and supplement the flow of private 
equity capital and long-term loan funds which small business con-
cerns need for the sound financing of their business operations and 
for their growth, expansion, and modernization and which are not 
3u.s. Small Business Administration, op. cit., p. 2. 
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available in adequate supply: provided, however, that this policy 
shall be carried out in such manner as to insure the maximum par-
ticipation of private financing sources. 
It is the intention of the Congress that the prov1s1ons of this 
act shall be so administered that any financial assistance provided 
here under shall not result In a substantial increase of unemploy-
ment in any area of the country. 
As stated above, Congress desired to obtain maximum utilization 
of private sources of funds In establishing a program of small business 
investment companies. It did not want to create a Government-financed 
institution to alleviate this financing problem. Congress envisioned 
that small business investment companies, through their Investment 
policies, would stimulate and supplement the flow of equity capital and 
long-term loan funds to small firms. 
Organization, Formation and Regulation 
Small Business Investment Companies 
Small business investment companies must be licensed by the 
Investment Division of the Small Business Administration in order to 
conduct business operations under the Small Business Investment Act of 
1958. Organizers Interested in forming and 1rcensing an investment 
company must submit a proposal of their plan of operation to the Small 
4 
Business Administration. This document must contain information con-
cerning the incorporators and their experience, operational plans and 
location, proposed capitalization and other required Information. An 
investigation of the proposal is conducted by the Small Business 
4wende11 B. Barnes, "Small Business Investment Act, 11 Equity 
Capital and Small Business, Small Business Administration, Small Busi-
ness Management Series No. 24, ed. Edward L. Anthony (Washi.ngton, D.C.: 
U.S. Government Printing Office, 1960), p. 15. 
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Administration in order to determine whether a formal application should 
be submitted by the Interested parties. If initial approval is granted, 
a formal application for a license must be submitted within 90 days. 
The license will be granted if the Small Business Administration be-
Jleves that the applicant will carry out the purposes of the Act and 
also If a small business Investment company Is needed In the area of 
5 
the proposed formation. 
The charter of a small business investment company initially 
could be obtained from either the Federal Government or the state, or 
states, in which business operations were going to be conducted •. After 
June 30, 1961, the Federal Government's power to charter these invest-
ment companies terminated. This allowed the states approximately three 
years to enact legislation so that they would have authority to charter 
small business Investment companies within their jurisdi-ction. The 
Small Business Investment Act enumerated the power and authority a 
charter could contain. 
The Act also specified that the organizers of small business 
Investment companies must meet specific minimum capital requirements 
prior to the commencement of business operations. A small business in-
vestment company had to have at least $300,000 In its paid-in capital 
and surplus. The Small Business Administration was given a revolving 
fund authorization of $250,000,000 with which to make loans to small 
business investment companies for this purpose. This Government 
5 
U.S. Small Business Administration, op. cit., p. 3. 
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agency was authorized to purchase $150,000 of subordinated debentures 
of an investment company in order to help it meet the minimum capitali-
zation requirements of $300,000. The maturity of these subordinated 
debentures cannot exceed 20 years. The maximum amount of subordinated 
debentures that can be purchased from investment companies planning a 
capitalization larger than the minimum requirement was $400,000. This 
was Increased to $400,000 by an amendment to the Act in 1961. Thus, if 
a small business investment company raises $400,000 it can borrow 
$400,000 from the Government through the sale of subordinated deben-
tures. In order to borrow more than $150,000 investment companies must 
show proof that additional funds were not available from private sources. 
Although the subordinated debentures were utilized to meet minimum capi-
talization requirements, they are considered as debt on an investment 
company~ balance sheet. 
Small business investment companies pay 5% interest on these 
subordinated debentures. Also, the Small Business Administration charges 
a commitment fee of 1/12 of 1% per month on the outstanding balance of 
funds used for initial capitalization. At the time an applicant re-
ceives a license, a commitment letter is given the organizing parties in 
return for subordinated debentures. The investment company does not 
receive the actual funds until it has a specific need for them. 
A small business investment company can borrow funds from 
various private sources without any restrictions by the Small Business 
Administration as to terms and interest. Also, the Small Business Ad-
ministration has the authority to lend operating funds to small business 
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Investment companies provided that all private sources of funds have 
been completely exhausted. The maximum a company can borrow from the 
Government is 50% of its paid-In capital and surplus or $4 million--
whichever is lower. The total debt of a small business investment 
company cannot exceed a 4 to 1 ratio of debt to capital and surplus 
wJthout specific consent of the Small Business Administration. 
Once a small business investment company receives its license, 
it becomes eligible for exemption from the requirements of the Secu-
rities Act of 1933, the Trust Indenture Act of 1939 and the three to 
one asset to debt ratio of the Investment Company Act of 1940. An ex-
emption to the requirements of these three acts was made available to 
Investment companies In order to facilitate the formation of small 
business investment companies. 
In addition to the exemption, the Technical Amendments Act 
of 1958 amended the Internal Revenue Code of 1954 and allowed invest-
ment companies and their stockholders certain tax benefits. All divi-
dends received by investment companies are 100% tax exempt from corpo-
rate income taxes. For most domestic corporations, dividend income 
received is only 85% tax exempt. Also, investment companies that suffer 
losses as a result of the purchase of convertible debentures or stocks 
of small corporations can take an ordinary loss deduction rather than 
just·a capital loss deduction. Stockholders of small business invest-
ment companies who suffer losses on their investment in an investment 
company 1 s stock can also take an ordinary loss deduction rather than a 
capital loss deduction. 
173 
The Small Business Administration regulates small business 
investment companies so that they will conduct their business opera-
tions in accordance with the Small Business Investment Company Act. 
Periodic examinations of the investment companies are made by examiners 
of the Small Business Administration. The cost of an examination is 
charged to the examined company. Also, the Small Business Administra-
tlon requires all small business investment companies to submit period-
ica11y financial reports of business operations. These companies must 
comply with any regulations promulgated by the Small Business Admin-
istration. The main purpose of the supervision is to insure that the 
~ogram adheres to the intent of the Small Business Investment Act. 
Services Provided by Small Business 
Investment Companies 
Small business Investment companies were established for the 
purpose of creating a source of supply of risk capital for small bus!-
ness. It was the intent of the 1958 legislation that the services of 
small business investment companies be made available only to independ-
ently owned and operated firms that were not dominant in their respective 
fields. The Small Business Administration established the following 
general quantitative criteria in order to facilitate the determination 
6 
of sma 11 ness: (1) assets of a firm cannot exceed $5 million, (2) net 
worth must not be in excess of $2.5 million, (3) average net income 
after taxes for the preceding 2 years cannot be greater than $250,000. 
A company instead may meet the qualifications of smallness under certain 
6 
tbld., p. 9. 
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other specific critera established by the Small Business Administra-
tion . 
Small business investment companies• investment portfolio 
initially was 1 imited by the Act to callable convertible debentures and 
long-term loans. In 1960, Congress adopted an amendment to Section 
304 of the Act allowing small business investment companies to provide 
equity financing through the purchase of convertible debentures or the 
straight purchase of stock . This amendment allowed investment companies 
to balance their investment portfolios. A balanced portfolio improves 
a small business investment company 1 s potential of obtaining addition-
al private funds for investment purposes. 
The sale of common stock to investment companies allowed 
small businesses to obtain needed financing from this source of funds 
wi thout incurring the burde n of fixed charges associated with debt. It 
is usually very difficult for small firms to meet large recurring fi-
nancial expenses because of the instability of their earnings . 
As mentioned above, small business investment companies also 
can provide small firms with equity funds through the purchase of their 
convertible debentures. The interest on the convertible debentures is 
determined by negotiation of the interested parties. The Small Busi-
ness Administration does not establish a maximum interest charge un-
less there is an absence of local laws. Interest on convertible de-
bentures purchased by investment companies cannot exceed the limits 
established by state laws . 
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The convertible debentures are callable by the issuer after 
a three month notice. They can be converted into common stock by the 
holder any time up to and including the call date. The debentures can 
be converted into a certain number of shares of stock as agreed upon 
by the corporation and the investment company. Section 304 of the Act 
states that the value per share wi 11 be the 11 sound book value•• as de-
termined when the securities were issued by the small corporation. In 
establishing the value per share, a number of factors such a s the actual 
value of assets; past, present and future expected earnings; and risk 
must be considered. 
The smal 1 corporation obtaining financing through the sale of 
its convertible debentures must also become a stockholder of the in-
vestment company. Small firms are required to purchase stock in an 
amount equal to 2% to 5% of the equity capital provided by the invest-
ment company . The Small Business Administration has regulated such 
purchases of stock on the following sliding scale basis: 2% on the 
7 
first $50,000; 3% on the second $50,000; and 5% of all funds over $100 ,000. 
Small business investment companies are authorized by Section 
305 of the Small Business Investment Act to make loans to incorporated 
or unincorporated small businesses directly or in part icipat ion with 
other financial institutions. As with convertible debentures, there 
are no limits on the interest rate charged on these loans except as pro-
vided by local laws. In the absence of state laws, the Small Business 
7H.arold T. Smith , Equity and Loan Capital for New and Expand-
ing Small Business (Kalamazoo, Michigan: W. E. Upjohn Institute for 
Employment Research, November, 1959) , p. 80. 
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Administration will establish a maximum rate that an investment company 
may charge. The maturity of these loans cannot be less than five years 
except under unusual circumstances . A loan cannot be granted initially 
for a period greater than 20 years. The investment company has the 
authority to extend this loan for additional 10 years, i f the extension 
Is needed for the proper liquidation of the loan. Investment companies 
will not grant long-term loans to small firms unless they are reasonably 
sure of repayment. 
Small business investment companies are restricted as to the 
value of securities and obligations they can have in their investment 
portfolios for any single enterprise without the approval of the Small 
Business Administration. The value of securities and obligations is 
1 imited to 20% of the combined capital and surplus of an investment 
company or $500,000--whichever is lower. As a result of this restriction, 
investment companies must handle jointly a relatively large loan or 
purchase of securities. The maximum number of investment companies 
that can participate in financing of more than $300,000 is five. There-
fore, small business investment companies can provide a small firm with 
a maximum of $2.? mi llion of funds. 
Small business investment companies also have the authority 
to conduct counseling and advisory services on a fee basis. Cong ress 
realized that in addition to the need for financin g , there also was an 
accompanying need for counseling and advising of small businesses. In-
vestment companies were given permission to utilize the advisory 
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services of the Federal Reserve System and of the U.S. Department of 
Commerce in conducting this program. 
Results of Small Business Investment 
Company Program 
The Small Business Investment Act of 1958 generated a great 
amount of interest throughout the investment community. Thousands of 
inquiries were received by the Small Business Administration concerning 
this legislation. Although there was plenty of interest in this new 
financing program, the number of small business investment companies 
licensed for operation by August 31, 1959 was disappointing. Only 109 
8 
proposals had been filed. Twenty-four companies were licensed and 39 
companies received approval to submit a formal application . Of there-
maining 43 proposals, 22 were being revi ewed by the Small Business Ad-
ministration, 19 had been returned to the organizers for amendment and 
two proposals were rejected. Most of the interested parties seemed to 
be delaying any decision on the program until they could determine 
whether this program would be successful. 
In 1960 and 1961, Congress passed a series of amendments to 
the Act in order to correct a number of shortcomings of the program. 
These amendments created a strong incentive for the formation of small 
business investment companies. During those two years , the 1 icensing 
of investment companies greatly accelerated. 
As of the 14th of November 1962, the Small Business Admi~is-
tration had received 1,005 proposals from parties interested in forming 
8 
Ibid., p. 93 . 
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investment companies. 9 Six hundred fifty-four of these pre] iminary 
applicants were eventually licensed to operate by the Small Business 
Administration. S ixteen of the 654 licensed investment companies with 
total funds of $13.4 mill ion withdrew from t he program. This left a 
total of 638 I lcensed operating small business investment companies. 
One hundred seventy-nine of t he proposals submitted either were re-
jected by the Small Business Administration or withdrawn by the pro-
ponents. One hundred seventy-three applicants at this time were in the 
process of being licensed for operation. The above statistics clearly 
indicates the growth of the program from its initial year . 
The major purpose of this program was to create an adequate 
supply of long-term funds for small business so that its growth and 
development would not be restricted . To determine how successful this 
program has been in accomplishing its purpose, the author obtained 
from the Small Business Administration the combined financial statements 
of all reporting small business investment companies. Table 25 con-
tains these combined financial statements. 
The combined financial statements of small business invest-
ment companies reveal a great deal of informat ion concerning investment 
policies and the profitability of the program. Investment companies 
licensed for less than one year, on the average, invest 34.9% of their 
total assets in loans and securities of small companies. Most of the 
remaining funds are invested in U.S . Government obligations or held as 
9 1nterview with Paul A. Lodato, Office of Information Services, 
U. S. Small Business Administration, November 20, 1962 . 
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TABLE 25 
Condensed Cac~i~ed Fir~ncial Stata~ents 
All Renoroinc Small Bu"iness Investment Connar.ies · 
A-nounts in !,!illions of Dollars 
Cash and U. S. Govern:nent Obligations 
Loans to Small Businesses (Sec . 305) 
Debt Securities of SBCs (Sec . 3o4 ) 
Capital Stock of SBCs (Sec . 3o4) 
Gross L~~ and Investments 
Less : Allowance for Losses 
!let Loans o.nd Investments 
All Other Assets 
Total Assets 
Liabilities, Csnital Stock, and $urplus 
:F\mds Borrowed from SBA 
:F\mds Borrowed frcrn others than SBI\ 
All Other Liabili ties 
Total Liabilities 
Capital Stock 
Paid- in Surplus 
Retained Ea.rnines 
Total Capital Stock and Surplus 
Total Liabilities, Capital stock, and Surplus 
As of June 30, 1962 
Companies Licensed 
Les s Than 1 Year 
2I2 Reuorti~ C_onp:mies 
~ Pe:roel'\t 
~ _§2.6 'A 3 17 . 9 
17 .8 13.3 
4 .9 3-7 
~ ~. 
. 6 . 5 
4p ''!i:'ff 
.0 
- 3.0" 
$133 .3 lclO . O • 
== 
$ 15. 0 11 . 3 1> 
2. 3 1.7 
1.2 
· 9 
;; 18 . 5 J.3 .9? 
$ 43 . 3 32. 5 '{. 
72 . 4 )1, . 3 
-u_Hl ll J4L t l6 .1 
IDIJ JgJ .O * 
As of June 30, 1962 As of Ju:;e 30, 1962 
Companies Licensed Companies Licensed 
From 1 to 2 Years 2 Years or Mor e 
18~ Renortinr, Ccmnan1es 101 RePort,in(l Ccmnanies 
~ Petel!l'\t ~ l'?l'Ml\t 
$ 84.3 ~ 4H ~ 31.9 17 .7 . 1 
47 .o 26 .2 82. 7 36 .0 
13.6 7 . 5 13.9 6.1 
92.5 51.!1 139. 2 "'5Ci:7 
2.1 1.1 4.6 2.0 
~ . 4 50:3 131~.6 5d.'7 
.1 2:-s- 7 .0 3.1 
$179 .8 100.0 4 $229.3 100 .0 ~ 
= 
$ 26 . 3 14 .6 '/> $ 23 .5 10. 3 ",. 
1.8 1.0 12. 6 5 · 5 
2.6 1.5 2.2 ~ $ 30.7 17.1% $ 3b .3 lo.7 (• 
$ 48 .8 27 .1 '{. $ 54 . 3 23 .7 ~ 
100.7 56.0 137 .0 60 .1 
~) eHL ~) a8:L ~ ~ ~ ~ g£29 .3  
Amounts in Thousands of Dollars 
Interest on Loans 
Interest on Debt Securities 
Interest on U. S. Government Obligations 
Total Interest Income 
All other Inco:ne 
Total Income 
~ 
Interest and Commitment Fees 
All other Financial Expense 
Total Financial Expense 
Operating Expense 
Total Expense 
Jlet Income before Provision for Losses and Taxes 
Provision for Losses 
Provision for Income Taxes 
Total 
Net Income (Loss ) f r om Operations 
!let Realized Ge.in on Investments 
Total Net Income (Loss) 
For ~nree Months 
Ended June ~01 12)2 
$ 443 31~ . 6 'fo 
243 18. 5 
440 33 .8 
1,126 -ab:"9 
180 13 .1 
$1 , 3o6 100 . 0 * 
$ 209 16 . 2% 
12 .7 
-m 16:9 
1 090 83 . 9 
¢1:311 ~ 
L{].) ~ 
118 3 . 5 
71 5. 3 
182 13 .8 
$ (194 ) ~ 
____2! 
$ (143 ) 
Source: Small Business Administratlon 
business investment co~panles , 
For ~nree l<lonths For Three !!,onths 
Ended June ~01 1262 Ended June ~o, 12§2 
$ 787 
628 
569 
1,984 
212 
~ 
$ 323 
57 
~ 
1,279 
$1,652 
.L.m 
296 
141 
!,37 
$ 100 
ll 
.Llg 
35 .8 % $ 911 
28 .6 1,388 
25 .9 565 
90 .3 2,m 
9·7 296 
100 .0 '& ~ 
14 .7 % $ 361 
2.6 ~ l'f.3 
58.2 1 5,2 
75 .5 jb p1:9SI, 
24.5 ~ $1, 176 
13 . 5 701 
6 .5 102 
""'20.0 803 
4.5 ~ 0 373 
8 
Ll§! 
Program Administration Branch 
Office of Investment 
October 26, 1962 
28. 8 ",. 
43 . 9 
-¥at-9 
9 .4 
100 .0 % 
11. 4 '/> 
-Jf-1 3 
48 . 5 
o2 .8 ~ 
37 .2% 
22 .2 
-kf-
..&:___ 
11 .8 ~ 
= 
letter to licensed 
dated October 26, 
small 
1962. 
.. 
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cash. The Small Business Investment Act allows investment companies to 
invest their ~xcess funds only in U.S. Government obligations. Loans 
to small firms represented the majority of invested funds by these new 
investment companies. Convertible debentures accounted for a substantial 
portion of the investments. Common stock investments were only a small 
percentage of the total investment portfolio. 
The rate of investment in small business by investment compa-
nies that have been licensed from one to two years decreases after the 
initial year of operation. These firms on an average, have 51.4% of 
their assets invested in loans or securities of small firms. Invest-
ment companies become more selective as they build up their investment 
portfolios. Convertible debenture securities represented the largest 
portion of these investment holdings. 
Investment companies that have been licensed for more than 
two years become even more selective in their investments. Sixty and 
seven-tenths percent of their assets are invested in loans and securities 
of small business. This is only a 9.3% increase over investment compa-
nies that have been licensed for one to two years. The largest invest-
ment holdings of these investment companies are convertible debenture se-
curities. This type of investment becomes more dominant i n t he invest-
ment portfolio the longer the period investment companies have been 
licensed. 
The liabilities of investment companies consist primarily of 
funds borrowed from the Small Business Administration. The total funds 
borrowed from the Government were $64.8 mill ion or approximately 12% of 
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the total funds of $542.4 mill ion. The amount of funds borrowed from 
private sources for investment companies licensed for less than two 
years w~s insignificant. Investment companies licensed for more than 
two years utilized private borrowing to a much greater degree. As bor-
rowing from private sources increased, the amount of funds borrowed from 
the Small Business Administration decreased. 
The total amount of capital and surplus of investment compa-
nies increases the longer a company has its license. A substantial 
portion of the capital and paid-in surplus was obtained through public 
offerings of stock. During 1960 and 1961, many investment companies 
sold their stock to the public. Investment companies, as of the date 
of these financial statements, on an average, have deficit retained 
earnings. Most of the losses occurred in the initial period of opera -
tion. 
Table 25 indicates that investment companies will incur losses 
from operations until approximately 50% of the ir funds are invested in 
loans and securiti es of small businesses. Since the average investment 
company licensed for one year only invests 34.9% of its funds, its 
operations will not be profitable. Ope rati ng expenses alone come to 
more than the total income. As shown in Table 25, investment companies 
1 icensed for one to two years realize a small net profit fr om opera-
tions. These companies have 51.4% of their funds invested. The total 
income from investments increases but many of the operating expenses 
are fixed and do not increase proportionately. As shown in the table, 
the profitability of investment companies licensed for two or more 
years increases as a result of the above-mentioned reasons. 
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The combined financial statements indicate that this program 
is accomplishing many of the objectives of the Small Business Invest-
ment Act. 
CHAPTER X 
CONCLUSION 
The problem of raising sufficient risk capital to support 
expansion activities continually has plagued small businesses. The 
more rapid the growth of a firm, the more acute the financial problem. 
Small firms have been unable to generate internally adequate long-term 
funds to support their growth. The present tax rate structure inhibits 
the internal accumulation of funds from earnings. The lack of equity 
capital has been a competitive disadvantage to small businesses. 
In recent years many small firms have employed funds from 
the capital markets to alleviate this financial problem. The two 
major financing methods utilized to obtain funds from these external 
sources were public offerings and private placements. In this study 
the author has analyzed these two methods. 
Public financing only recently has become readily accessible 
to small corporations. Most small firms utilizing this method must have 
growth potential. Although it is impossible to establish quantitative 
requirements for public financing, the single most important criterion 
is the ability of the small firm to interest an underwriter in its 
proposition. 
The author believes that a small corporation going public for 
the first time should attempt to sell only common stock . This type of 
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security has the greatest appeal to potential investors. As a result, 
a public offering of common stock has the greatest chance of success . 
Also , common stock does not burden a small corporation with fixed fi -
nancial obligations. 
When a small corporation publicly offers an issue of common 
stock for sale, the main motive for this flotation should be financial 
and not personal. The owners of the company must prepare adequately 
for this equity financing. The more comprehensive the preparation, the 
more impressive the presentation of the proposition to the underwriter. 
As a result, the company will be ' in a favorable bargaining position and 
will obtain more advantageous terms from the underwriter. 
The selection of a proper underwriter has great influence on 
the success of a public offering. There are many different types of 
underwriters. A company should select a particular underwriter that 
specializes in selling small issues of stock to the public. Negotia-
tions with one underwriter at a time should be carried on until a 
tentative agreement is concluded. A small corporation definitely should 
not ''shop aroun~' for an underwriter. A firm does not obtain better 
underwriting terms by "shopping around." The owners of a small compa-
ny, if they desire, can utilize the services of a finder in the selection 
of an underwriter. Finders also can be used by a corporation to help 
prepare the presentation to the underwriter. 
The underwriting agreement is the legally binding document 
between the company and the underwriter. This formal agreement usually 
is signed just prior to the public offering. Although the tentative 
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agreement ("letter of intent") reached with the underwriting firm is 
not legally binding, very few underwriters will break this agreement 
once it is consummated. The underwriting agreement covers such areas as 
the type of underwriting contract, price per share, commissions, stock 
options and warrants, underwriter's representative on the board of 
directors, right of first refusal, and many other miscellaneous terms. 
The owners of a small firm must be knowledgeable of all the terms of 
this document. 
The author analyzed the terms of this agreement which affect 
the cost of flotation. Compensation paid the underwriter through com-
missions, stock options or warrants to purchase stock below the public 
offering price and reimbursement of underwriter's expenses was a larger 
percentage of the gross proceeds with Regulation 11A11 issues than with 
Regulation 11 C11 stock issues. Commissions paid the underwriter general-
ly should not exceed 15% of the gross proceeds. The small corporation 
should not give the underwriter stock options or warrants to purchase 
stock below the public offering price because of the dilution of the 
old and new stockholders• equity interests. Reimbursement of under-
writer's expenses is an acceptable term provided the amount specified 
is considered a reasonable estimate of expenses . 
A small corporation because of the Securities and Exchange 
Commission's requirements incurs other expenses, excluding compensation 
paid the underwriter. These expenses are generally fixed in nature. 
The largest of these other expenses is the legal fee. The total cost 
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of a flotation of stock (compensation paid the underwriter and other 
expenses) should not exceed 20% of the gross proceeds. 
The cost of flotation of common stock issues is directly 
affected by the type of underwriting contract obtained. Underwriters' 
compensations with firm commitment type contracts are less than with 
agency type contracts. Most Regulation 11 C11 issues of stock obtain a 
firm commitment underwriting contract from investment banking firms. 
These companies are usually Jarg~r and financially stronger than corpo-
rations floating Regulation 11A11 stock issues. An underwriter will 
agree to a firm commitment contract only when he is certain that the 
stock issue can be sold completely without too much difficulty. A 
large percentage of the Regulation 11A11 common stock issues utilize 
agency type underwriting contracts. The underwriter only agrees to act 
as an agent in the sale of the stock i~sue to the public. The cost of 
flotation of agency type contracts is usually much greater than for 
firm commitment contracts for Regulation 11N 1 issues of the same size. 
Underwriters generally request larger commissions and substantial stock 
options or warrants to purchase stock below the public offering price. 
The cost of flotation for these stock issues is generally well above 
20% of the gross proceeds. A small corporation should not go public if 
the cost of flotation is going to be prohibitive. 
There are other terms in an underwriting agreement that do 
not affect directly the cost of flotation. · The two most frequently 
mentioned are: (1) election of the underwriter's representative to the 
board of directors, (2) the right of first refusal. A small corporation 
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should not object to the request of the underwriter for representation 
on the board of directors. The underwriter can aid the corporation 
greatly with its financial problems . The merits of a provision for the 
right of first refusal are questionable. If an underwriter intends to 
treat the corporation fairly, then there is really no need for such a 
provision. 
A small corporation cannot offer its common stock to the pub-
1 ic without complying with the requirements es tablished by the Securities 
and Exchange Commission. Small companies that float common stock issues 
greater than $300,000 must register with the Commission. Regulation 11A11 
issues of $300, 000 or less are exempt from registration. Corporations 
floating Regulation 11A11 stock issues are thus relieved of many of the 
expenses of registration, but still must file a letter of notification 
with the Commission. The registration process is very complicated and 
a small corporation should employ legal counsel with experience in this 
area. The more comprehensive the firm 1 s initial preparation for a pub-
1 ic issue, the easier it will be for the corporation to comply with the 
registration requirements. 
An integral part of the registration statement is the pro-
spectus .which is the basic selling document. Great effort should be 
expended in order to prepare a well written and informative prospectus. 
This document should not be prepared solely to fulfill a legal require-
ment. 
A common stock issue can only be sold to the public after the 
company complies wi th the Securities and Exchange Commission 1 s require-
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ments. The success of the flotation at the time of the offering depends 
on the condition of the stock market and the psychological mood of the 
investing public. A rising stock market creates speculative sentiment 
among the investors. Investors become more conservative when the stock 
m'arket is unstable or declining. 
Once the public offering is completed it is very important that 
the underwriter maintain an active after-marke t in the stock. Through 
an active after- market the market value of the stock will reflect better 
the financial operations of the business. Investors will be able to 
buy or sell the common stock more easily. An active after-market creates 
interest in the stock and will facilitate greatly future financing plans. 
The private placement method is another means utilized by 
small companies to obtain needed equity financing from external sources. 
Privately placed issues are exempt from registration with the Securities 
and Exchange Commission. This method is mainly used by larger corpora-
tions to place privately debentures with a small group of institutional 
investors. Many of these institutional investors are prohibited by 
law or investment policy from investing in small corporations and thus 
the supply of funds available to small corporations is greatly reduced. 
The most important purchasers of privately placed issues of 
small corporations are: (1) wealthy individuals, (2) investment bank-
ing firms, (3) venture capital companies, (4) small business investment 
companies. Small firms · interested in privately placing an issue should 
attempt to sell either common stocks or convertible type securities. 
Most of the purchasers of privately placed issues of small corporations 
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are interested only in an equity position. The main objective of most 
of these investors is capital gain. The purchasers of private place-
ments are very selective. A corporation must have growth potential in 
order to interest these investors in a private placement. 
Small companies should not attempt to place personally a 
stock issue unless the owners of the company have wealthy associates 
willing to make an investment. The firm should utilize the services of 
a finder. Many underwriters act in the capacity of finders for small 
corporations desiring to privately place their securities. The cost of 
a finder is substantially less than commissions paid underwriters in 
public offerings. Other expenses associated with a private placement 
are much less than expenses incurred in a public offering because of the 
exemption from all Securities and Exchange Commission reqUirements. 
In 1958 the Small Business Investment Act was passed in order 
to increase the supply of long-term funds available to small companies. 
rhis act authorized the establishment of small business investment 
companies. The investment companies can purchase from a small company 
common stocks, convertible debentures or enter into some type of loan 
arrangement. The initial results of this program indicate a certain 
degree of success in accomplishing the objectives of the Small Busi-
ness Investment Act. 
The author, in this thesis, has analyzed the two most important 
methods of obtaining equity financing from external sources. The purpose 
of this study was to provide the owners of small companies with i n-
formation concerning these two methods. The managements of small firms 
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are generally financially inexperienced and lack the financial knowledge 
necessary to cope with their financing problems. 
In the author•s survey of underwriters, the following question 
was asked these investment bankers: What do you beli eve is the most 
important factor in deterring privately owned businesses from public 
financing? The most frequently mentioned answer was not the fear of 
loss of control or any other reason associated with business operations, 
but rather the lack of knowledge. 
In this thesis the author has provided the owners of small 
corporations with information concerning the major external methods of 
equity financing. The owners of a small corporation des i ring additional 
equity capital must analyze each method in order to determine which will 
be most advantageous. Management must be knowledgeable of the methods 
of equity financing in order to make a proper decision . 
APPENDIX I 
DOCUMENT REFERENCE CORPORATION 
Business History from 1955 through 1960 
Document Reference Corporation (DRC) was incorporated in Jan-
uary 1955 , under the laws of the District of Columbia . The purpose of 
this corporation was to sup p ly a unique service to industry, research 
and educational institutions , and Governmental agencies by mak i ng 
readily available technical information in completely analyzed and in-
dexed form. This was accomplished by the Monoterm System of Indexing 
which utilizes monoterms as access words. These access words expedite 
the storage and retrieval of information. Language in the Monoterm 
System of Indexing was used in the same manner that electronic data com-
puters and processing machines handle numbers. The Monoterm System was 
compatible with mechanized and manually operated retrieval systems . 
The founders of this corporation were Robert L. Carter, John 
C. Lawson, and a small group of their business associates . Carter be-
came chairman of the board of directors and vice president; Lawson be-
came president and treasurer of this new corporation. The other pro-
moters provided guidance and some of the initial capital required for 
the establishment of this business . 
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Carter and Lawson, prior to the incorporation of DRC , we re 
associated with the automobile industry. Carter owned cont ro lli ng in-
terest and was president of Carter-Butler Motors, Incorporated. Cart er-
Butler Motors operated and managed automobile dealerships throughout the 
eastern half of the United States. Lawson was general ma na ge r of Carter-
Butler Motors . He left t h is position to devote all h is e ffor ts to t he 
operation of DRC. Carter and the other promoters participated in the 
day-to-day affairs of the corporation but did not devote al l their ef-
forts to this endeavor. The only founder who received remuneration from 
this corporation was Lawson. 
On January 24, 1955, shortly after incorporation, DRC pur-
chased for $10,715 from Robert T. Smidt and William T. Morton, the ex-
clusive, irrevocable, non-terminable royalty-free right and license to 
use the Monoterm Index System in all fields of information storage, re-
trieval and transmission. Smidt, president of Information, Incorporated, 
had perfected the Monoterm Index System in this country. 
DRC applied this system to U.S. chemical patents. This index 
system of U.S. chemical patents was designed initially for the govern-
ment. It quickly proved to be a very valuable asset to pri vate industry. 
This chemical patent reference system consisted of a book of Monoterm 
Indexes to chemical patents and also a book of U.S. chemical patents . 
The index was published cumulatively and currently on a bimonthly basis. 
Every significant term associated with a U.S. patent, which relates to a 
chemical substance, was placed in the book, Monoterm Index to Chemical 
Patents. These access words were cross-referenced in order to facilitate 
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obtaining the desired U.S. patent in the chemical patent book wh ich con-
tains a concise but complete description of each patent. 
By the end of 1960 the company has published the Monoterm In-
dex to Chemical Patents for the years 1952 through 1960 . The Monoterm 
indexes for this nine year period cover 77,326 patents and contain ap-
proximately 2,250,000 access words to the information contained in these 
patents. In 1961 the company intended to publish the Monoterm Index 
System for 1950 and 1951 as well as the 1961 index. 
The initial reception to this unique service offered by DRC 
was not too encouraging . Earned subscription income in 1955 was $27,500. 
During that year the company incurred heavy developmental costs that were 
charged against current income . As depicted in Exhibit I, DRC suffered 
a loss of $37,551 in 1955. Earned subscription income gradually in-
creased throughout the period 1956 through 1958, as a result of in-
creased acceptance by private industry. However, the company continued 
to incur losses during this period because of continued high developmental 
expenditures. This negative picture of operations is shown in Exhibit 
1. Then in 1959, earned subscription income increased approximately 100% 
from $72 ,985 in 1958 to $144,521. The company, as shown in Exhibits 
and I I, realized its first net profit of $14,402. This profit was 
achieved mainly by a large increase in earned subscription income and a 
relatively small increase in operating expenses (1958 operating expenses--
$58,572; 1959 operating expenses--$61 ,934). Business continued at its 
accelerated pace in 1960. Earned subscription income increased sub-
stantially to $221,765 . That year sales to private industry accounted 
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for more than 90% of the earned subscription Income. The net profit, 
shown In Exhibits I and II, Increased to $60,163. 
The large Increases In earned subscription Income In 1959 and 
1960 clearly Indicated the favorable reception of the ca.pany's Monoterm 
Index System among the bus I ness comnun I ty. The Monoterm Index Syst.em 
was being sold In the United States, Europe and the Far East. After Six 
years of publication, 957 Monoterm Indexes to U.S. chemical patents were 
sold and delivered to subscribers. ORC also had over 400 orders for sub-
scriptions for years not as yet published. The present list of subscrib-
ers to the chemical patent reference system consists of many of this 
country's largest corporations. 
Financing Operations from 1955 through 1960 
The capital for the Initial financing of DRC was obtained from 
the promoters. Funds were required for the purchase of the exclusive, 
irrevocable, non-terminable, royalty-free right and license to use the 
Monoterm Identification System. Also, large sums of money were required 
for developmental expenditures so that the system could be applied to 
the preparation of an Index to U.S. chemical patents. Throughout this 
period Carter, Lawson, and their associates were continually called upon 
to loan funds to the corporation. There was a perpetual shortage of 
working capital as a result of large losses because of developmental 
costs. Carter, the largest stockholder, was also one of the largest 
creditors of DRC. Loans by Carter and Carter-Butler Motors have, at 
times, totalled $65,000. These loans to DRC were usually in the form of 
notes. 
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DRC also obtained some of its short-term working capital re-
quirements during this period from financial Institutions. The loans ob-
tained from bapk~ ·requlred the personal endorsement of one of the offi-
cers. The officer would guarantee repayment of the loan If the corpora-
tion defaulted. Carter usually endorsed these bank notes. 
As sales of the chemical patent reference system increased 
throughout this period, more and more funds were required for working 
capital. These requirements were mainly satisfied by loans from stock-
holders or financial institutions. The corporation did not generate In-
ternally enough funds to sustain the company's working capital needs. 
Document Reference Corporation's Expansion Program In 1961 
Earned subscription income from the chemical patent reference 
system increased substantially in 1960. As a result of the success of 
the chemical patent index, DRC was considering expanding the Monoterm 
System into other areas of endeavor. One project under consideration 
was the development of a foreign pharmaceutical patent Index. This In-
dex would cover pharmaceutical patents Issued by England, France, Bel-
gium, Germany, Switzerland and Japan. Representatives of U.S. pharma-
ceutical firms conferred with the company In an attempt to establish the 
means for developing the required code for the index. Initial production 
of this Index was scheduled tentatively for late 1961 or early 1962. 
The company's first diversification beyond the Monoterm Index 
System was the publication of the Food and Color Additives Directory 
in April 1961. DRC formed a joint venture with Wltchton Laboratories for 
this particular purpose. Each flrm had a 5~k Interest in this joint 
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venture. The Food and Color Additives OHectory consisted of flve volumes 
containing 7,000 references to the Federal register notices of action 
pending before, or actions taken by, the Food and Drug Administration in 
cpnnectlon with food and color additives. The need for this directory 
resulted from two amendments to the Food and Drug Act: the Food Addit!"ves 
Amendment of 1958 and the Color Additives Amendment of 1960. 
DRC's major expansion move In 1961 occurred when It entered 
the field of microfilmed information, storage, retrieval and transmis-
sion. The company purchased from Robert L. Tobin, the inventor, the 
license to his electronic stored function calculator covered by a U.S. 
patent Issued in 1952. This Invention applied the virtues of micro-
film storage to a stored function calculator. Within a matter of seconds 
any of the microfilmed documents can be retrieved. This retrieval was 
accomplished by a manual keyboard In conjunction wlth the electronic 
computer system. This machine contained an optical screen which allowed 
the retrieved mfcroff 1m to be v;i~':,tnm,d·iate·ly. 
In March 1961 DRC decided to sell a portion of Its common 
stock to the public in order to obtain a substantial amount of capi-
tal required for the development of this microfilmed storage, retrieval 
and transmission system. The agreement with Tobin was signed formally 
In April 1961. Upon acquisition of the license from the inventor, DRC 
Initiated action to establish a separate corporation for the purpose 
of developing, selling and leasing this system. In May 1961, Microfilm 
Retrieval Corporation (MRC) was incorporated for this explicit purpose. 
DRC purchased 1,000 shares of MRC 1 s c00111on stock for $1,000. As a 
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direct result of this purchase, DRC acquired a 65% interest in the new 
corporation. Under the terms of the license agreement with Tobin, MRC 
was required to pay the inventor $10,000 out of the proceeds from ;the ule 
or lease of the stored function calculator. Tobin also received a roy-
alty of 2i% of net sales or leases and 2i% of MRC's first Issue of com-
mon stock. Michael J. Mitchell, who was a director of DRC, owned 500 
shares or 32.43% interest In the new corporation. George T. Foley, 
a business associate of the owners of DRC, owned the remaining small 
interest In MRC. Mitchell became chairman of the board of directors 
and Foley became president of the new company. Carter and Lawson were 
both vice presidents and directors of MRC. 
The growth of sales In 1!59 and 1960 and the expansion pro-
gram initiated by DRC in early 1961 created a dire need for additional 
working capital. A small percentage of this working capital require-
ment was acquired by a $50,000 bank loan In the spring of 1961. This 
loan stretched the company's borrowing capacity to the limit. Funds 
were not being generated Internally In sufficient quantity to handle the 
company's projected future requirements. Equity capital was Immediate-
ly needed so that DRC's growth would not be hampered. With the decision 
to go Into the field of microfilmed Information, storage, retrieval and 
transmission, the decision was also made to sell common stock to the 
public. 
Preparations for a Public Stock Issue in 1961 
In March 1961 the management of DRC decided to prepare the 
company for a public stock Issue In the near future. Financial state-
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ments as shown in Exhibit I I I were prepared for the first quarter of 
1961. The balance sheet for this period foretold of certain financial 
actions the company would have to take in order to prepare the company 
for this public stock issue. First, DRC's notes receivable, consisting 
of money borrowed by officers and an affiliate company, were repaid In 
full. This was done to eliminate internal borrowing by these parties 
prior to the sale of common stock to the public. Another area of the 
balance sheet that required attention was the overdraft shown in the 
current liabilities section. This overdraft occurred because of a math-
ematical error In the company's books discovered during the preparation 
of the financial statements. The cash position of DRC has improved 
substantially since the preparation of these statements. This improve-
ment in the cash position was made public by a note In the company's 
offering circular. 
DRC's common stock also had to be recapitalized. At a meet-
ing of the board of directors the authorized capital was increased on 
May 5, 1961 from 10,000 shares of $10 par value common stock to 1,000,000 
shares of $0.25 par value. The common stock issued and outstanding as 
shwon in the balance sheet for the first quarter of 1961 (Exhibit I I I) 
was 5,710 shares. In Apri 1 1961, options given to a small group of in-
dividuals In November 1960 for recognition of services and technical ad-
vice rendered, were exercised. One thousand, five hundred shares of com-
mon stock at $10 per share were purchased by this group. As a result of 
this transaction there were 7,210 shares of common stock outstanding at 
the time of the action of the bGard of directors (May 5, 1961). The 
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7,210 outstanding shares were reclassified into 288,400 shares of com-
mon stock. This was a 40 to 1 increase In shares of common stock issued 
and outstanding {7,210 x 40 = 288,400; $10+ 40 = $0.25, par value). 
The authorized shares of common stock were increased to 1,000,000 
so that all of DRC's outstanding long-term indebtedness including the 
accrued interest could be converted into equity prior to the public sale 
of common stock. A total of $99,242.40 (6%, 10 year convertible deben-
tures $67,215 +accrued interest, $13,354.14 = $80,569.14; and 6% notes 
payable $15,909.70, +accrued interest $2,763.56 = $18,673.26; total 
$99,242.40) of long-term debt and accrued interest were converted into 
common stock at the rate of one share per $0.75 of Indebtedness. This 
conversion was welcomed by the creditors because they desired an equity 
position prior to the sale of common stock to the public. After the con-
version of the debt into equity there were approximately 420,723 shares 
of common stock outstanding. 
All the holders of this new $0.25 par value common stock were 
entitled to one vote for each share held and to cumulative voting in 
the election of directors. All of the common stock outstanding were 
fully paid and nonassessable. The shareholders did not have any pre-
emptive rights. The stockholders were entitled to the avai.lable net 
assets upon liquidation of the company. Dividends would be paid when 
and as declared by the board of directors. 
Also during this period an Incentive stock option plan was 
formulated to retain key employees and to attract new employees. The 
total options, that could be granted under this plan through a period 
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ending Mar 31, 1963, were 12,000. The administrative committee, con-
sisting of three directors of DRC, determined the terms and conditions 
of these options. These options were exercisable 20% per year sta·rting 
in the second year from the date of grant. The option price was 95% of 
the fair market value at the time the options were granted. This in-
centive stock option plan became effective June 23, 1961 {effective 
date of the offering circular). 
Underwriter and Underwrlter 1 s Agreement 
DRC 1 s main financial objective in the first half of 1961 was 
to sell its common stock to the public as soon as possible. The compa-
ny was in dire need of capital for its expansion program. DRC did not 
want to wait for a full arid complete registration under Regulation 11 C11 
of the Securities Ac.t of 1933. During this time registration statements 
were taking an unusually long time to clear the Securities and Ex-
change Commission. The financial objective of the company was an issue 
of $300,000 of common stock. These securities would be offered pursuant 
to an exemption from registration with the Securities and Exchange Com-
mission (Regulation 11A11 ). 
DRC obtained the firm of Morgan & Coleman to underwrite the 
company•s proposed $300,000 public stock issue. DRC was introduced to 
Morgan & Coleman through one of its directors. There were three other 
Investment banking firms interested in this issue. DRC made a presenta-
tion to Morgan & Coleman and within a week it was accepted. 
The underwriter agreed to purchase 60,000 shares of common 
stock from DRC (firm commitment). The public offering price was $5 per 
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share. To permit the offering of the company's stock at $5 per share, 
DRC reduced Its issued and outstanding shares of common stock to 168,300 
on June 2, 1961. This was accomplished through a reverse split. One 
new share was issued for every 2t shares Issued and outstanding. The par 
value of $0.25 per share did not change. 
These securities were offered for sale in the District of 
Columbia, Maryland, Virginia, New York, New Jersey, Connecticut and 
Pennsylvania. The underwriter received a commission on the sale of this 
stock of 7~ or ,$0.375 per share. The total commissions received by 
the underwrtter were $22,500. Gross proceeds to DRC were $277,500. The 
company did not pay any of the expenses of the underwriter. The other 
expenses Incurred by DRC as a direct result of this underwirting were 
$14,111.63 or 4.7% of the gross proceeds. A complete list of these ex-
penses is shown in Exhibit IV. The total cost of this issue to the 
company was $36,611.63 or 12.2% of the gross proceeds (commissions 
$22,500, other expenses $14,111.63). Net proceeds to DRC were $263,388.37. 
In addition to the 60,000 shares sold to the Underwriter, the 
company agreed to sell Morgan & Coleman 2,000 shares of common stock at 
a~price of $5 per share. The underwriter agreed to pJ~ce these 2,000 
shares of common stock in escrow for a period of at least 13 months from 
the effective date of the offering circular (June 23, 1961). This was 
done pursuant to rule 253 (c) of the General Rules and Regulations of 
the Securl.tles Act of 1933. Horgan S. Coleman could not sell these shares 
of common stock at the end of this period until the securities were 
covered by a registration statement or an exemption from registration un-
der the Securities Act of 1933. 
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DRC and Morgan & Coleman also agreed to Indemnify each other 
against certain liabilities, Including liabilities under the Securi-
ties Act of l9J3. 
Use of Proceeds 
DRC intended to utilize the proceeds from this issue 
($263,388.37) in the following manner: 
1. $75,000--Advanced to MRC for working capital for the 
design and construction of a production model 
of the electronic stored function calculator. 
2. $35,000--Replenlsh the Inventory of the Monoterm Index 
to U.S. chemical patents for the period 1956 
through 1958. 
3. $65,000--Publish the Monoterm Index to U.S. chemical 
patents for 1950 and 1951. 
4. $10,000--Reserved for the publication, promotion and 
sale of the Food and Color Additives Directory. 
5. $78,388--Balance added to DRC's working capital for 
payment of trade accounts payable, outstand-
ing bank loan and other operating expenses. 
Results of the Public Stock Issue 
On June 23, 1961, the effective date of the offering circular, 
60,000 shares of DRC's common stock were offered to the public at a 
price of $5 per share. These 60,000 shares represented approximate-
ly a 26% interest in the company. The stock offering to the public 
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was completed June 27. Shortly after the completion of the stock offer-
ing, ORC's common stock crested $7 per share. This upward movement 
continued until the stock reached a tiid of $32 per share. With the 
deterioration of the stock market, DRC's common stock declined. A low 
bid of $8.50 per share occurred in May 1962. As of the beginning of 
October 1962, the bid price of this stock was $10. DRC's common stock 
has been relatively stable since its sharp decline in the first half 
of 1962. 
The decline of the stock market has postponed Indefinitely 
any of the company's plans for future public financing. 
EXHIBIT I 
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DOCUMENT REFERENCE CORPORATION 
INCOME STATEMENT FOR YEARS ENDED DECEMBER 31, 1959 and 1960 
1959 1960 
Earned Subscription Income 144,521.00 221 '765. 00 
Cost of Products Sold 67,427.00 241448.00 
Gross Profit 77,094.00 127!317.00 
Operating Expenses 61 ,934. 00 71,977.00 
Operating Profit (or Loss) 15' 160.00 55,340.00 
Other Income 8' 104.00 
Net Profit (or Loss) Before 
Provision for Income Taxes 15' 160.00 63,444.00 
Provision for State Income 
Taxes 758.00 3 !281.00 
Net Profit (or Loss) 14,402.00 60! 163.00 
Net Earnings per Share .08 .36 
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DOCUMENT REFERENCE CORPORATION 
BALANCE SHEET FOR MARCH 31, 1961 
Current Assets 
Cash in Bank--Trust Company 
Accounts Receivable 
Notes Receivable 
Assets 
Accrued Interest Receivable 
Inventories--Finished Goods $201,927.83 
--Work In Process 35,000.00 
Advertising Materials on Hand 
Deferred Personal Property Tax 
Total Current Assets 
Property and Equipment 
Furniture and Fixtures 
Less: Depreciation 
Total Property and Equipment 
Other Assets 
License Agreement--Indefinite Life 
Total Assets 
84.42 
7,830.00 
26,856.37 
297.01 
236,927.93 
12,695.53 
710.13 
3,890.64 
2,042.56 
EXHIBIT Ill 
285,401.29 
1 ,848.08 
10.715.00 
297.964.37 
EXHIBIT Ill 
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DOCUMENT REFERENCE CORPORATION 
BALANCE SHEET FOR MARCH 31, 1961 
Current LJabilities 
Overdraft--National Bank 
Accounts Payable 
Accrued Expenses 
Liabilities 
D.C. Income Tax Payable 
Notes Payable--National Bank 
Total Current Liabilities 
Long-Term Liabilities 
Due to Stockholders 
6% Notes Payable--Stockholders 
6% 10 Year Convertible Debentures 
Total Long-Term Liabilities 
Deferred Income 
Subscriptions Received in Advance--1961 
Subscriptions Received In Advance--
1962-1965 
Deposits from Subscribers 
Total Deferred Income 
Stockholders' Equity 
Capital Assigned to Shares--
Common Stock, $10 par Value, 
10,000 Shares Authorized, 5,710 
Issued and Outstanding 
Contributions in Excess of Par Value 
Retained Earnings 
Total Stockholders' Equity 
Total liabilities, Deferred Income· 
and Stockholders' Equity 
7.03 
37,883.06 
18,943.51 
3,280.66 
12,500.00 
2,445.82 
13,463.88 
67,215.00 
65,433.75 
5,632.00 
38,500.00 
57' 100.00 
3,298.00 
(27,738.34) 
72,614.26 
83,124.70 
155 '738.96 
109,565.75 
32,659.66 
EXHIBIT Ill 
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DOCUMENT REFERENCE CORPORATION 
INCOME STATEMENT FOR THREE MONTHS ENDED MARCH 31, 1961 
Earned Subscription Income 
Cost of Products So1d 
Gross Profit 
Operating Expenses 
Operating Profit (or Loss) 
Other Income 
Net Profit (or Loss) Before Provision 
for Income Taxes 
Provision for State Income Taxes 
Net Profit (or Loss) 
Net Earnings Per Share 
25,381.00 
10.338.00 
15,043.00 
14,297.00 
746.00 
507.00 
1,253.00 
1 ,253 .oo 
.01 
== 
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EXPENSES OF COMMON STOCK ISSUE 
(EXCLUDING UNDERWRITER'S COMMISSION) 
1. Legal (Including Organization) 
2. Accounting Expense 
3. Printing and Advertising 
4. Other 
Total Expenses 
EXHIBIT IV 
$12,500.00 
350.00 
984. 13 
277 .so 
$14' 111 .63 
COMET, INCORPORATED 
Introduction 
Comet, Incorporated, was incorporated under the name of 
Component Equipment and Tube Company in the State of Delaware on 
April 13, 1959. The purpose of this corporation was to improve, devel-
op, and produce various types of microwave tubes, electronic devices, 
and to undertake research and development programs for other firms. 
The company's operating facilities were to be located in Massachusetts. 
The organizers of Comet consisted of a dissident group of 
eleven administrative and technical employees from Trig Laboratories, 
Incorporated, of Massachusetts. The leaders of this group, Henry T. 
Stockman and Richard K. Weeks, were elected president and vice presi-
dent, respectively. Stockman also assumed the duties of treasurer of 
the company. 
First Year Financing 
On the day of incorporation, 420,000 shares of Comet's $0.01 
par value common stock were purchased for cash at a price of $0.01 per 
share by five of the company's officers, six key engineers, two outside 
directors, and three independent manufacturers' representatives. This 
sale of common stock to the odginal founders of the company provided 
just a small fraction of the capital needed for successful operations. 
The majority of the initial financing was obtained from a contract 
with Setron, a wholly owned subsidiary of Electron, an electronic 
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venture capital firm. Stockman, president of Comet, was also closely 
associated with Electron. He was a director and treasurer of Electron 
and served In these capacities until his resignation in 1960. 
The contract with Setron was signed May 12, 1959, for the 
sale of 510,000 shares (not less than 51%) of common stock ($0.01 par 
value) and 40,000 shares of 5% cumulative preferred stock ($5 par val-
ue). The purchase price of the common stock was $0.20 per share and 
that of the preferred was $10 per share. The contract stated that the 
final purchase by Setron was to be made in November 1959. 
The terms of the ~greement were fulfilled until August 1959 
when Setron experienced financial difficulties. The contract was 
approximately 51% completed when these difficulties were encountered. 
The board of directors of Electron decided to liquidate Setron and 
acquire its assets and assume its liabilities. Thi liquidation plan was 
adopted September 24, 1959, at a·cmeet i ng of the board of dIrectors of 
Setron. 
Upon the liquidation of Setron, Electron acquired 260,000 
shares of Comet common stock and 20,800 shares of preferred stock. 
Electron desired to complete the defaulted contract. It requested per-
mission to pledge Comet's stock as security against a bank loan In order 
to alleviate Its own overextended financial position. On October 23, 
1959, the directors of Comet voted to amend the certificate of incorpo-
ration to permit a waiver of the stock sale and pledge restriction at 
the option of the directors. The directors of Comet, Incorporated, In 
turn voted to allow Electron to pledge Comet stock as collateral for 
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its desired loan from the bank. At the same meeting a new stock pur-
chase contract with Electron was ratified. The terms of this new 
contract called for the purchase of 240,000 more shares of common stock 
at $1 per share. The purchase completion date was to be November 2, 
1959. There was to be no further purchase of preferred stock. Elec-
tron's total holding of common stock was to be 500,000 shares instead 
of the original 510,000 shares. 
November 1, 1959, Comet notified Electron that It no longer 
considered the revised contract valid because of the failure of Elec-
tron to make further stock purchases. This second default of the 
stock purchase contract created a financial problem for Comet. Prior 
to the official notification to Electron, Comet had contacted P. J. 
Brown and Company, a brokerage firm which previously had expressed a 
desire to invest in Comet. On November 12, 1959, a loan agreement was 
signed. P. J. Brown and Company agreed to accept Comet's five year 
note for $240,000. The note was convertible Into common stock at a 
rate of $1 per share. This note was converted into 240,000 shares of 
common stock on March 31, 1960. P. J. Brown and Company furnished the 
company an Investment letter which stated that common stock received 
upon conversion would be acquired for investment only with no present 
intention of sale or distribution. On December 29, 1959, $250,000 of 
6% junior convertible debentures were placed privately by Comet through 
the brokerage firm, Pace, Montgomery and T. L. Paine to eight of its 
accounts. The largest single purchase of the debentures was for $75,000 
and the smallest, $10,000. These debentures were convertible into com-
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mon stock at the rate of $1.50 per share. All eight purchasers of the 
debenture and the brokerage firm furnished the company an Investment 
letter stating that the debentures and the common stock, when converted, 
were being purchased for Investment only and with no intention of re-
sale or distribution. Pace, Montgomery and T. L. Paine, as part of 
their consideration for placing the debentures, received a stock option 
to purchase within two years 6,000 shares of common stock at $1.75 per 
share. This option was exercised in full August 31, 1960. 
The same day Comet privately placed $250,000 of 6% junior 
debentures, it also sold to the Second National Small Business Invest-
ment Corporation $50,000 of 6% subordinated convertible debentures due 
In 1964. These debentures were convertible into common stock at a rate 
of $1.50 per share. An investment letter was furnished to Comet stating 
that this purchase was for investment only. 
In February 1960, the bank which was holding Comet stock as 
collateral against a loan to Electron, notified Comet that this loan 
was in default. The bank requested that the company bid on the 20,800 
shares of preferred stock and 260,000 shares of common stock. All 
the preferred stock was purchased by the company for $106,932.88 or 
approximately $5.14 per share. Twenty thousand shares of the common 
stock was bought for $40,000 or $2 per share. Comet utilized some of 
the funds obtained from the sale of the debentures to purchase its 
stock back from the bank. P. J. Brown also purchased 60,000 shares 
of common stock from the bank at $2 per share. Pace, Montgomery and 
T. L. Paine acted as a representative for seven individuals and 
purchased 45,000 shares at $2 per share. Appropriate consent 
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to these sales was obtained by the bank from P. J. Brown and Company 
and Second National Small Business Investment Corporation, as required 
by their respective debenture agreements. All the purchasers of the 
common stock furnished Comet with the necessary investment letters. 
The bank returned the remaining 135,000 shares of common stock to 
Electron. 
As shown, financing for Comet's Initial year of operation 
was accomplished mainly through the sale of privately placed convert-
Ible debentures. Throughout Its first year of operation, small amounts 
of common stock were sold to directors, employees and other interested 
parties. These sales did not produce a large amount of capital, but 
they did create more Interest In the company·• s future. 
First Year Operating Results 
Comet commenced production in August of 1959. Throughout the 
remaining months of 1959, the company's business activity continued to 
accelerate. At the onset of 1960, Comet's order backlog was $701,000. 
This large order backlog greatly aided Comet in obtaining financing at 
improved terms. 
Exhibits 1 and I I contain the financial statements for the 
accounting year ending April 2, 1960. The company showed a small prof-
it of $934 on sales of $797,202. Approximately 95% of the net sales 
were re.lated either directly or indirectly to government contracts. 
Direct prime contract sales were $302,937 (40% of $757,342). Govern-
ment related sales on a subcontract basis were $454,405 (55% of $757,342). 
All government contracts were subject to renegotiation and termination 
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at the Government•s convenience. Profits on this type of business were 
generally lower than on commercial product sales. 
During this first year 75% ($597,902) of Comet•s net sales 
resu 1 ted from manufacturing and production work. Research and deve·l-
opment accounted for the remaining 25% ($199,300) of sales. Comet 
also allocated $80,000 of its own funds on various research and devel-
opment projects. The cost of this basic research was charged off 
against specific product orders or carried as deferred product deve1-
.opment costs until proper determination of Its value could be made. 
Comet Prepares to Se;Jl Conmon Stock to the Pub 11 c 
During the spring of 1960, Comet•s president, Stockman, and 
some of his advisers decided that the time was right for the company 
to attempt to sell common stock to the public. Comet had expanded op-
erations rapidly and desired more equity capital. The stock market at 
this time was very receptive to new electronic stock Issues. Comet 
initiated necessary measures for this eventuality. 
A special meeting of the stockholders was held on Hay 16, 
1960. Comet 1 s common stock was recapitalized by increasing its par 
value from $0.01 to $0.50 per share. Also an amendment to the certifi-
cate of incorporation calling for the entire elimination of the pre-
ferred stock was approved. Four days after this special meeting, 
Comet officially changed Its name from Component Equipment and Tube 
Company to Comet, Incorporated. 
Hay 24, 1960, all the outstanding debentures sold through 
Pace, Montgomery and T. L. Paine and the debentures sold to the Second 
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National Small Business lnv~tment Corporation were called for re-
demption on or before September 1, 1960. All of these debentures were 
converted into common stock before the .r.eq~~lre-,1 redemption date. 
Stockman stated that "the preferred stock was eliminated and the de-
bentures called so as to clean up the balance sheet prior to selling 
stock to the publ ic.•• 
Comet planned to sell a Regulation 11 C11 issue of common stock. 
This stock issue would require complete and full registration with the 
Securities and Exchange Commission. The law firm of Carter, Pierce and 
Smith was hired to initiate the preparation of the prospectus and other 
necessary legal requirements for registration. Comet at this time did 
not have a definite commitment with any underwriting firm. The presi-
dent of Comet. did not expect to have any difficulty in finding an 
underwriter Interested In his company. He planned to have the company 
sell stock to the public sometime In the summer of 1960. 
Comet Obtains an Underwriter and Sells 
Common Stock to the Public 
Comet concluded a tentative agreement with Harris, Stratton 
and Company, a national underwriting company, for a firm underwriting 
of the proposed issue of common stock. The two Investment firms which 
had previous dealings with the company believed that It would not be 
good practice to offer the stock to their customers at a higher price 
than they themselves had purchased it. Recently these investment firms 
had obtained Comet's common stock from conversions and stock options 
for $1 to $1.75 per share. The proposed price of the new Issue was to 
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be at least $5.50 per share. These two Investment firms did agree to 
aid Comet In the selection of a proprer underwriting firm. 
Harris, Stratton and Company tentatively agreed to purchase 
lOO,OOO:oshares of common stock from Comet and 23,335 shares of such 
common stock from the selling stockholders. The shares being sold by 
the stockholders were acquired by them when they were forced to convert 
their debentures. Eight thousand shares of common stock at the public 
offering price were to be set aside for purchases by employees, sales 
representatives and consultants of the company. 
The price to the public was to be between $5.50 and $8 per 
share. Another smaller underwriting firm had offered Comet a price as 
high as $10 per share for the common stock. This offer was refused by 
the company because of the desire to have a national underwriting firm 
strengthen the issue. 
Comet agreed to elect a member of Harris, Stratton and 
Company to the board of directors of the company for at least one year. 
Comet also made a commitment to sell to a corporation substantially 
controlled by the underwriter, 10,000 transferable warrants at $2,500. 
These warrants would be exercisable at any time on or before December 
31, 1962, at a price per share equal to the public offering price of 
the common stock at Its Initial sale to the public. The underwriter 
agreed to qualify the issue in Massachusetts, New York, and other de-
sired states. The expenses of qualification incurred by the underwriter 
would be considered CQmet's financial obligations. 
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The registration statement filed with the Securities and 
Exchange C01m1isslon finally became effective Novear»er 17, 1960. jt 
had been delayed a few months becawse of a complaint about full dis-
closure In the prospectus. The issue of stock was offered to the pub-
lic on November 17, and was completely sold out. The offering price 
to the public was $6 per share. As shown in Exhibit Ill, it was ap-
proximately 200 times earnings of $0.03 per share on an annual basis, 
based upon the 17 week period starting April 2, 1960 and ending July 
30, 1960. The Investors paid $740,010 for 123,335 shares. This was 
9~85% of the total outstanding common stock. The original founders 
of the company still maintained 427,833 shares or 34.15% of the total 
common stock outstanding. They had paid $43,148.33 for their equity 
ownership. The book value per share of stock Increased after the Issue 
from $0.59 to $0.96 per share. 
The underwriter's commission was $0.55 per share or 9~17%. 
Harris, Stratton and Company offered certain other deat•rs the stock 
at a concession of:.n&t.-.ore than $0.25 a share. These dealers in 
turn could only allow other dealers not more than $0.10 per share. 
The total commission that Harris, Stratton and Company received on 
the sale of 123,335 shares was $67,834.25. The underwriter did not 
share any other expenses with the company. 
Comet received $545,000 and the selling stockholders re-
ceived $127,175.75 from the underwriter. The company's estimated 
other expenses associated with the Issue were $51,010.75. Exhibit IV 
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contains a cost breakdown of these estimated expenses. These expenses 
were 7% of the gross proceeds ($740,010) received from the public by 
the underwriter. Thus commissions and estimated other expenses ac-
counted for more than 16% of the gross proceeds. 
Comet intends to use the funds from this stock offering in 
the following manner: 
l. $41,600--To retire outstanding mortgage on the company's 
property. 
2. $50,000--Purchase machinery and capital equipment presently 
being rented. 
3. $60,000--Purchase additional machinery and capital 
equipment. 
4. $)00,000--lndependent prototype development of a radiation 
detector. 
5. Balance--Working capital. 
The company's first public stock issue was very successful. 
Comet obtained approximately $495,000 net without saddling itself with 
fixed debt charges. This equity capital provided the company with 
monetary resources necessary for its future growth and development. 
Stock Behavior After the Public Sale 
Of Common Stock 
Comet common stock was sold on the over-the-counter market. 
A market for this stock was being maintained in Boston and New York 
City. At the close of business on November 17, 1960, the stock was 
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selling slightly under $7 . It remained at this level for several months. 
With the advent of the Kennedy Administration the stock began to rise 
with the rest of the market. One day it went to $22 but quickly drifted 
back to around $14. When the market turned downward at the beginning 
of 1962, Comet also declined. As of the Middle of July 1962, the stock 
was selling in the vicinity of $5 per share . 
This decline in the stock market has resulted in the post-
ponement of Comet ' s future equity financing plans. 
Current Assets 
Cash 
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COMET, INCORPORATED 
BALANCE SHEET FOR APRIL 2, 1960 
Assets 
Accounts Receivable, Jncluding Amounts 
Due from U.S. Government 
Unbilled Contract Costs and Fees 
Inventories 
Prepaid Expenses 
Total Current Assets 
Property, Plant and Equipment, at Cost 
Land 
Bu i 1 ding 
Machinery and Equipment 
Less Accumulated Depreciation 
Deferred Charges 
Product Development Costs, Less Amortization 
Debt Expense, Less Amortization 
Organization Expense, Less Amortization 
Total Assets 
EXHIBIT I 
170,221.00 
258,583.00 
14,519.00 
214,980.00 
12,292.00 
670,595.00 
17,400.00 
87,619.00 
63,129.00 
168,148.00 
12,712.00 
155,436.00 
50,632.00 
24,776.00 
1 ,988.00 
77,396.00 
903,427.00 
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COMET, INCORPORATED 
BALANCE SHEET FOR APRIL 2, 1960 
EXHIBIT I 
Liabilities and Stockholders Equity 
Current Liabilities 
Accounts Payable 
Salaries and Wages 
Federal Income Taxes 
Taxes, Other than Federal Income Taxes 
Other Accrued Liabilities 
Long-Term Debt Due within One Year 
Total Current Liabilities 
Long-Term Debt and Deferred Credits 
5ti% Mortgage Note, Less Current Portion 
6% Junior Convertible Debentures 
6% Subordinated Convertible Debentures 
Deferred Federal Income Taxes 
Stockholders' Equity 
5% Cumulative Preferred Stock, $5 Par Value; 
4QPOO Shares Authorized; 20,800 Shares 
Issued at April 2, 1960 
Common Stock, Par Value $0.01 at April 2, 1960; 
1,500,000 Shares Authorized; Issued 959,364 
Shares at Apri 1 2, 1960 
Capital in Excess of Par Value 
Retained Earnings 
Less 5% Cumulative Preferred Stock, 
20,800 Shares Held in Treasury at 
Cost 
76,543.00 
16,728.00 
7,924.00 
18,013.00 
10,457.00 
129,665.00 
38,044.00 
210,000.00 
50,000.00 
298,044.00 
400.00 
298,444.00 
104,000.00 
9,594.00 
467,723.00 
934.00 
582,251 .oo 
106,933.00 
475,318.00 
903,427.00 
EXHIBIT II 
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COMET, INCORPORATED 
INCOME STATEMENT FOR YEAR ENDING APRIL 2, 1960 
Net Sales 
Operating Costs and Expenses 
Cost of Sales 
Selling, Administrative and 
General Expenses 
Operating Income 
Other Deductions 
Interest on Long-Term Debt 
Other Interest 
Amortization of Debt Expense 
Income Before Federal Income Taxes 
Provision for Federal Income Taxes 
Current 
Deferred 
Net Income 
Net Income Per Share of Common Stock 
797,202.00 
745,828.00 
34,316.00 
780' 144.00 
17,058.00 
l 0,805. 00 
3,518.00 
l ,401 .00 
15,724.00 
l ,334.00 
400.00 
934.00 
.01 
EXH I BIT ·11 I 
Net Sales 
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COMET, INCORPORATED 
INCOME STATEMENT FOR THE 17 WEEK PERJOD 
ENDING JULY 30, 1960 
Operating Costs and Expenses 
Cost of Sa 1 es 
Selling, Administrative arid General 
Expenses 
Operating Income 
Other Deductions 
Interest on Long-Term Debt 
Other Interest 
Amortization of Debt Expense 
Income Before Federal lncame Taxes 
Provision for Federal Income Taxes 
Current 
Deferred 
Net Income 
Net Income Per Share of Common Stock 
399,187.00 
358,224.00 
16,257.00 
374,481.00 
24,706.00 
5,585.00 
74.00 
1 '013. 00 
6,672.00 
18,034.00 
775.00 
6,800.00 
10,459.00 
• 01 
EXHIBIT IV 
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ESTIMATED EXPENSES OF COMMON STOCK ISSUE 
(EXCLUDING UNDERWRITER'S COMMISSION) 
1. Registration Fee Under Securities Act of 1933 
2. Printing and Engraving 
3. Accounting Fees 
4. Legal Fees 
5. Transfer Agent and Registrar 
6. Federal Original Issue Taxes 
7. State Blue Sky Law Qualification Expenses 
Total Expenses 
$ 104.75 
11 '000 .00 
4,500 .oo 
31,500.00 
1 ,000.00 
656.00 
2,250.00 
51,010.75 
EASTERN DEVELOPMENT CORPORATION 
Business History from 1949 Through 1958 
Eastern Development Corporation was incorporated in January 
1949, under the laws of Delaware . The ••founding fathers•• of this 
corporation were Robert D. Holmes and John B. Davis. These two men 
had extensive technical background in the physical sciences. The 
motivation behind the establishment of this business was the desire of 
the founders to be independent. Holmes became president and treasurer 
and Davis became vice president and chairman of the board of directors 
of this new corporation. 
The business prospered in the l950 1s as a result of the 
technical ability and business acumen of top management. Eas tern De-
velopment1s primary endeavors during that decade were research , de-
velopment and manufacturing in the fields of solid propellants and 
rockets . The company also gradually diversif i ed itself into the fol-
lowing fields: electronics and electromechanics, combustion, chemical 
engineering and chemistry, optics, military pyrotechnics and rocket ig-
nition. In 1958 work directly re lated to solid propellants and rocke ts 
still constituted approximately 80% of the company 1s business. 
Eastern Development, during this period, also acquired three 
subsidiaries: Rocket Research Corporation (100% owned), Pyrotechnics 
Corporation (100% owned), and E. M. Bailey Corporation (25% owned by 
Eastern Development and 75% owned by Pyrotechnics Corporation). Op-
erating revenue of these subsidiaries in 1958 did not constitute more 
than 20% to 25% of the company 1s total operating revenue. 
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Eastern Development 1 s largest and most important customer in 
the l950 1 s was the United States Government, more specifically, many 
Department of Defense agencies . Eastern Development competitively bid 
on many moderate size rocket development projects. These projects 
were contracted out under two types of Government contract commitments: 
cost plus fixed fee and fixed price contracts. The cost plus fixed 
fee contract commitments were most predominant . During this period 
the company 1 s percentage of gross business represented by Government 
contracts and subcontracts was never below 81%. Profit margins, In 
general, on Government work were smaller than those on non-Government 
work. Government contracts were also subject to renegotiation and 
occasionally to redetermination. 
Eastern Development, from its 1949 founding, grew at a moder-
ate pace until 1955. After 1955, operating revenue increased at an 
accelerated rate. Exhibit I depicts this business expans ion. Operat-
ing revenues increased from $49,142 in 1949, to over $1 . 1 million in 
1953 . It remained between $1.1 .mi 11 ion and $1.4 mi 11 ion for the next 
two years. Then ope rating revenue sharply increased to $1.78 million 
in 1956. The business continued to grow and expand, and by the end of 
1958, Eastern Development 1 s consolidated operating revenue was more 
than $5.2 million. 
Net earnings in the early and middle 1950 1 s were relatively 
small. Earnings per share on common stock were never more than $0.05. 
In 1957, earnings of the parent company increased from .$39,331 (in 1956} 
to $104,505. That year the net earnings of Eastern Development were 
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offset completely by large losses of its subsidiaries, E·. M. Bailey and 
Pyrotechnics. As depicted in Exhibit I I, Eastern Development's con-
solidated income statement showed a net corporate loss of ($79,643). 
Most of the losses suffered by E. M. Bailey and the Pyrotechnics Cor-
poration resulted from losses of a partnership company, Pyrotechnics 
Corporation and Associates, formed by the above-mentioned subsidiaries. 
In 1958 Eastern Development's net earnings increased to $247,779. Once 
again large losses of the subsidiaries offset a substantial portion of 
these earnings. The 1958 consolidated income statement (Exhibit I I) 
showed a net corporate income of $155,200 on $5.2 mill ion of operating 
revenue. Earnings per share increased from ($0. 13) in 1957 to $0.25 
in 1958. Eastern Development at the end of 1958 acquired the financial-
ly distressed partnership controlled by its two subsidiaries. This 
acquisition became the Pyrotechnics Division of Eastern Development 
Corporation. 
Management's image of Eastern Development's growth potential 
changed drastically in 1956. Simpson Aircraft Corporation, a manufac-
turer of aircraft, approached the company with a business proposition. 
Simpson Aircraft desired to purchase complete control of Eastern Devel-
opment Corporation. Holmes and Davis were puzzled by this offer. 
Simpson Aircraft had proposed to give the stockholders $2 million for 
all of their equity in the business. This equity only amounted to 
approximately $345,000. To resolve their problem, Holmes and Davis de-
cided to go to the financial community for advice. They were interest-
ed in finding out why Simpson Aircraft had made such a generous proposal. 
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After extensive consultation with many financiers, Holmes 
and Davis notified Simpson Aircraft that Eastern was not for sale. 
This seemingly lucrative offer of $2 million for all the equity of 
Eastern Development was rejected because of the realization of the 
company's potential in the near future. 
Eastern Development would require extensive long-term fi-
nancing in order to support the expected future business expansion. 
The possibility of a public stock issue was discussed with Anderson, 
Carroll and Company, an investment banking firm. The benefits accruing 
to the stockholders and to the company by this method of financing 
were weighted heavily in management's decision to turn down Simpson 
Aircraft's offer to purchase the company. 
Ho lmes and Davis immediately started to take positive steps 
to prepare the company for this eventuality. In 1956 a concerted ef-
fort was made to improve sales and net earnings. In previous years, 
net earnings as a percentage of operating revenue were relative l y small. 
Operating revenue had reached $1 mil lion in 1953 and had not increased 
appreciably since that year. Also, in the early part of 1957, manage-
ment persuaded John C. Anderson, the senior partner of Anderson , Carroll 
and Company, to join the board of directors of Eastern Development. 
This action greatly enhanced the board and improved the company's image 
in the business world . The election of Anderson to the board of 
directors also provided the company with a contact in the investment 
community and a source for desired financial advice. 
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As the company was preparing for an eventual public stock 
issue, business activity began to increase. Operating revenue sharply 
increased in 1956, 1957 and 1958. In late 1957, the Soviets launched 
the space satellite, Sputnik I. The United States immediately re-
kindled its efforts to match the Russian space fea t. Interest i n solid 
propellants and rocket technology greatly increased. As a direct re-
sult of the Russian space satellite, Government contract work increased 
during this period. Exhibit I II depicts the increases in Government 
contract work. 
The growth of the business in 1957 and 1958 exhausted all of 
the short-term credit sources available to the company. By the end of 
1958, unexpired contract commitments totaled approximately $3 mi Ilion. 
If the company desired to increase its operating revenue in 1959, more 
capital would be required. Short-term financing and certain other fi-
nancial policies had provided the company with funds for its past 
growth. The following methods of obtaining funds for this growth were 
utilized: leasing fixed assets instead of buying them, stock options 
to employees and subsidiaries, bank credit, and stretching accounts 
payable and wages payable to employees . 
Financial Policies Practiced 
From 1949 Through 1958 
Eastern Development financed its past growth mainly by 
utilizing certain financial policies. Operating revenue during this 
period increased from $49,142 in 1949 to $4,242,023 in 1958. Mean-
231 
while, stockholders• equity only increased from $12,623 in 1949 to 
$580,061 in 1958. Most of this increase in equity occurred through 
the sale of stock to employees and subsidiary companies. Whenever a 
need developed for funds, Eastern Development issued stock options to 
employees or subsidiary companies and set an arbitrary price on its 
common stock. Examples of this procedure are shown in Exhibit IV. 
Profits from operations in the 1950's were not large enough 
to sustain the growth of the company. Eastern Development's most 
important source of short-term financing was from financial institu-
tions. Dependence on bank credit continued to increase throughout 
this period. By the end of 1958, notes payable to banks ($628,713) 
were greater than the total consolidated stockholders• equity 
($580,061). This is shown in the company's consolidated balance sheet 
in Exhibit V. This source of financing in 1958 was stretched as far 
as possible. Government billed accounts receivable ($686, 118) assigned 
as security for the bank notes were $57,405 larger than the bank notes. 
Eastern Development also practiced certain financial policies 
that furt~er utilized the liquid assets on hand for expansion of busi-
ness operations. It was the policy of the company always to lease 
fixed assets if possible, rather than to tie up liquid assets by pur-
chasing such property. The consolidated balance sheet for 1958 (Exhib-
it V) clearly depicts this policy. Fixed assets were a very small per-
centage of the total assets. 
Another financial policy used by the company in order to 
obtain maximum usage from its liquid assets was the stretching as far 
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as possible of the vouchers payable. This pol icy gave the company more 
t:i me to use scarce liquid funds owed to trade creditors. Under this 
pol icy Eastern Devel opment was actually borrowing from its trade cred-
itors. The company also applied this same principle of stretching 
payables with employees' payrolls. Employees of the company were paid 
only once a month. This temporarily released payroll funds for furth e r 
application in the business. 
Eastern Development, through some of the above-mentioned fi-
nancial policies, favorably utilized the principle of leverage 
throughout this period. For every $1 of equity invested in the busi-
ness there was more than $3 of debt in 1958. The rate of return on 
stockholders equity that year was better than 25%. 
Eastern Development required long-term funds in order to 
cop e with expanding business operations. A decision was made by 
management to obtain the required financing through the sale of common 
stock in 1959. 
Eastern Development's Opportunity 
For a Private Placement 
Pr io r to the public sale of common stock, Eastern Deve lop-
ment had an opportunity to acquire long-term capital through a private 
placement of its common stock. This me thod of obtaining equity capital 
f o r the company was rejected for the following reasons: 
1. Eastern Development ih 1958 became extremely interested 
in acquiring other going concerns. Acquisition of other 
firms was being considered to further enhance Eastern 
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Development's growth. An established market value on 
its common stock was required to facilitate the procedure 
of acquiring desired companies. Transactions almost al-
ways involved the transferring of certain percentages of 
common stock. Cash was rarely used in such transactions 
because of the tax situation . 
2 . Eastern Development did not want a large portion of its 
common stock sold to a small group of investors . These 
investors could hinder management in the operation of 
its company. If common stock were sold to the public, 
the shares of stock would be dispersed greatly. 
3. Eastern Deve lopment desined to build its public image 
through the public sale of its common stock. This would 
facilitate any of the company's future financing plans. 
After the rejection of the private placement offer, Eastern 
Development directed all of its efforts toward the completion of prep-
aration for a public stock issue. These preparations had been initiated 
more than two years prior. 
Preparations for a Public Stock Issue in 1959 
Eastern Development had very little difficulty in securing 
an underwriter to underwrite its proposed public stock issue. Anderson, 
Carroll and Company, an underwri·ting firm that had advised the company 
on the Simpson proposal, agreed to underwri·te the common stock issue. 
Anderson, the senior partner of the underwriting firm, had been a 
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director of Eastern since 1957. This association greatly facilitated 
the selection of an underwriter. 
On March 16, 1959, the board of directors of Eastern Devel-
opment amended the articles of incorporation. The authorized common 
stock was increased from 500,000 shares of $0.10 par value to 2,000,000 
shares of $0.05 par value. All of the outstanding common stock was re-
called. Two shares of the $0.05 par value common stock were issued 
for each share recalled. This was the second time that the stock had 
been split. (On February 4, 1957, the common stock had been split ten 
for one.) 
The holders of this new $0.05 par value common stock were 
entitled to one vote per share. In the election of directors these 
stockholders had the right to exercise cumulative voting. The new com-
mon stock was also nonassessable and shareholders were not entitled to 
any preemptive rights. The holders of this common stock were entitled 
to the assets available for distribution upon liquidation. They also 
recieved dividends when declared by the board of directors. 
The only other authorized stock of the company consisted of 
5,000 shares of $10 par value 6% noncumulative preferred stock. Man-
agement had never issued any of this stock nor did it have any in-
tention, in 1959, to issue this preferred stock. 
In March 1959, the stockholders approved an employee stock 
option plan. Officers and employees with more than one year of service 
were given stock options to purchase the company's stock at $10 a share. 
The recommendations of the president and executive vice president and 
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the approval of the board of directors were required in order to receive 
these stock options. The options expired 10 days after the effective 
date of the registration statement. Ten thousand shares of Eastern De-
velopment's common stock were registered with the Securities and Ex-
change Commission for this explicit purpose. The stock options were 
nontransferable a nd payment in cash was required at the time the com-
mon stock was purchased. 
Eastern Development Corporation filed its registration state-
ment under Regulation''~' of the Securities Act of 1933. This regi s ~ 
t ration statement was filed with the Securities and Exchange Commission 
on March 31, 1959, in respect to 120,000 shares of its $0.05 par value 
common stock. One hundred thousand of these shares were to be purchased 
by the underwriter for public sale. The remaining 20,000 share s were 
offered to employees of _the company (10,000 shares) and to the under-
writer (10,000 shares). A number of amendments in the registration 
statement were required by the Commission. After the necessary amend-
ments were filed, the registration statement became effective June 15, 
1959. 
Underwriting Agreement 
The underwriter, Anderson, Carroll and Company, agreed to 
purchase 100,000 shares of common stock from Eastern Development sub-
ject only to the effectiveness of the registration statement. The pub-
lic offering price was $15 . per share. Eastern Development, at its own 
expense, agreed to qualify its common stock for sale under the securities 
laws of the states designated by the underwriter. The stock was quali-
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fied with very little trouble in most of the eastern seaboard states. 
The company had some difficulty in qualifying the stock i n Texas and 
California because of the high public offering price ($15) of the com-
mon stock. 
The underwriter's commission was 5% of the offering or $0 . 75 
per share for handling this underwriting. The total commission re-
ceived by the underwriter was $75,000 . The underwriter offered th e 
common stock to selected dealers at a price concession of $0 .40 per 
share. These dealers could allow other dealers a discount of only 
$0.15 per share. 
The gross proceeds to the company from this issue of 100,000 
shares were $14.25 per share or a total of $1,425,000. Prior to the 
public sale of its common stock, the officers and d i rectors of Eastern 
Development held 74.26% of the total common stock issued. After this 
underwriting they still maintained voting control of their business. 
Their equity in the corporation had declined from 74 . 26% to approxi-
mately 65%. 
Eastern Development also agreed to pay for the underwriter's 
expenses incurred in this public issue. These expenses were not to 
exceed more than $10,000. Exhibit V contains a breakdown of all of 
the estimated expenses {other than the underwriter's commissions) in-
curred by the company. These expenses totaled $17,532 or 1.2% of the 
gross proceeds. The total expected cost of this public issue of 
Eastern Development was $92,532 ($75,000 underwriting commissions, 
$17,532 estimated other expenses). This cost of $92,532 was 6 . 2% of 
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the gross proceeds of the stock issue. Net proceeds to the company 
for utilization in the bu.siness were approximately $1,407,468. 
Anderson, Carroll and Company also was granted three year 
stock options to purchase 10,000 shares of common stock at $15 per 
share. These stock options were transferable and were registered by 
the company under the Securities Act of 1933. 
Eastern Development agreed to indemnify the underwriter and 
other dealers against civil liabilities, including 1 iabil ities under 
the Securities Act of 1933. Anderson filed a waiver relinquishing 
the benefit of indemnification provided for in the underwriting a gree-
ment . This occurred after the registration statement had been filed 
with the Securities and Exchange Commission. Anderson waived his 
benefit of indemnification in order to enhance the approval of th e 
registration statement by the Commission. 
Use of Funds 
Eastern Development planned to use the net proceeds (approxi-
mately $1,417,468) obtained from the public sale of 100 ,000 shares of 
common stock in the following manner: 
1. Approximately 50% of the net proceeds would be utilized 
to curtail existing short-term bank loans. 
2. The balance of the funds would be used for expansion of 
laboratories, shops, and production facilities and as 
working capital for future expansion. 
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Results of the Public Issue of Common Stock 
The 100,000 shares of Eastern Development Corporation com-
mon stock were completely sold out on the effective date of the 
registration statement {June 15, 1959). This stock was offered to 
the public at $15 per share. The offering price was approximately 
60 times 1958 earnings. The common stock was oversubscribed and it 
was never traded at its public offering price of $15. The upward 
movement of this stock continued throughout 1959. By the end of the 
year, Eastern Development•s common stock was selling for approximately 
$40 per share. The complete success of this common stock under-
writing set the pattern for many other first public issues of common 
stock. 
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EXHIBIT II 
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EASTERN DEVELOPMENT CORPORATION AND SUBSIDIARIES 
CONSOLIDATED INCOME STATEMENT FOR YEARS 
ENDED DECEMBER 31, 1958 and 1957 
Operating Revenue 
Contract Income 
Cost of Operations 
Direct Charges to Contracts 
Gross Profit 
Expenses 
Selling, General and Administrative 
Expenses 
Operating Profit 
Other Expenses 
Provision for Doubtful Accounts 
Research and Development Costs 
Interest Expense 
Miscellaneous Expense 
Other Income . 
Gain on Sale of Securities 
Sale of Patentable Process 
Consulting Services 
Recovery of Doubtful Accounts 
Miscellaneous Income 
Net Profit 
Spec i a 1 I terns 
Gain on Conversion of Notes Payable 
Loss on Worthless Investments 
Provision for Disallowance of Claim 
Filed Against U.S. Government 
Net Profit and Special Items 
Add: Minority Interest in Subsidiaries 
Net Loss 
Net Income Before Provision for 
Corporate Income Taxes 
Provision for Corporate Income Taxes--
Estimated 
Net Corporate Income 
5,242,023.00 
3,209,596.00 
2,032,427.00 
1 '767 ,477.00 
264,950.00 
25,797.00 
18, 467 .00 
48,312.00 
5,810.00 
98,386.00 
41,596.00 
11 ,985.00 
19,742.00 
73,323.00 
239,887.00 
239,887.00 
140.00 
240,027.00 
84,827.00 
155,200.00 
3,940,711.00 
2,526,429.00 
1,414,282.00 
1,303,965.00 
110,317.00 
23,834.00 
11,467.00 
38,250.00 
2,951 • 00 
76,502.00 
33,000.00 
2,355.00 
9,216.00 
44,571.00 
78,386.00 
16,916.00 
(53,982.00) 
(114,932.00) 
(73,612.00) 
1,229.00 
(72,383.00) 
7,2(fJ .00 
(79,643.00) 
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EXHIBIT IV 
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STOCK OPTIONS 
COMMON STOCK 
Number Type 
of Parent Subsidiary Subsidiary 
Date Shares Treasury Or i 9 ina 1 Em~1oyees Em~1oyees Com~anies 
3/ 3/ 56 418 T $ $ $ 60,610 
3/ 31/56 28 T 41 ,470 
5/ 15/56 2,432 0 29' 185 
12/28,56 198 T 35,640 
5/ 31 / 57 50 T 101 
5/ 31 / 57 20,240 0 40,480 
7/ 19/57 660 T 1 ,320 
6/ 2/58 1,855 T 2 '750 
6/ 2/58 17,619 0 69,599 880 
12/2/58 630 T 11,506 1 '1 00 
2/13/59-
3/20/59 7' 198 T 72' 138 
EXHIBIT V 
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EASTERN DEVELOPMENT CORPORATION AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEET 
DECEMBER 31, 1958 
Current Assets 
Cash on Hand and in Banks 
Accounts Receivable 
Government Billed 
Commercial Billed 
Assets 
Unbilled Costs and Fees Under 
Government Cost Plus Fixed 
. Fee; Contracts 
Less: Estimated Uncollectibles 
Notes Receivable 
Accumulated Costs on Government 
Fixed Price Contracts and Sub-
Contracts 
Inventories 
Prepaid Expenses 
Total Current Assets 
Investments 
Secur ity Investments at Cost 
Plant and Equipment 
Machinery, Equipment and Leasehold 
Less: Accumulated Depreciation 
and Amortization 
Intangibl e Assets 
Patents and Trade Marks 
Other Assets 
Deposits, Etc. 
Organization Expenses 
Total Assets 
686,118 .00 
327,256.00 
138,377.00 
1,152,751.00 
34,501.00 
832,579.00 
372,784 .00 
2,996.00 
1,743.00 
1 16,220.00 
1 '118,250.00 
6,930.00 
240,059.00 
197,781.00 
63,573.00 
1,742,823.00 
458,752.00 
459,795.00 
1,560.00 
4, 739.00 
2,667,669.00 
EXHIBIT V 
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EASTERN DEVELOPMENT CORPORATIO N AND SUBSIDIARIES 
CONSOLIDATED BALAN CE SHEET 
Current Liabilities 
Notes Paya b 1 e 
Banks 
Other 
Vouchers Payable 
DECEM BER 31, 1958 
Liabilities 
Current Maturities of Long-Term Debt 
Accrued Wages, Sal aries and . Vacation Pay 
Payroll Withholding 
Accrued Taxes, Other than on Income 
Accrued Interest and Other 
Provision for Corporate Income Taxes--
Estimated 
Total Current Liabilities 
Deferred Jncome on lncompleted Contracts 
Long-Term Debt 
Due U.S. Government--Price Redetermination 
Note Payable--Realty Company 
6% Notes Payabl e Due April 1, 1962 
Note to National Bank--Guaranteed by 
Eastern Development Corporation 
6% Contracts Payable Due January 1, 
1962 
Total Long-Term Debt 
Less: Current Maturities 
Minority Interest in Partnership 
Total Liabil ities 
628,713.00 
11 ,660. 00 
43,840.00 
50,600.00 
93,500.00 
17,600.00 
153,862.00 
359,402.00 
66 '721.00 
640,373.00 
398,649.00 
66 '721 .00 
294,982.00 
31 ,847.00 
6,817.00 
21 ' 628. 00 
51 ,672 .oo 
1 ,512 '689. 00 
281 ,024.00 
292,681.00 
1 ,214.00 
2,087,608.00 
EXHIBIT V 
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EASTERN DEVELOPMENT CORPORATION AND SUBSIDIARIES 
· CONSOLIDATED BALANCE SHEET 
DECEMBER 31, 1958 
Stockholders Equity 
Contributed Capital 
Capital Assigned to Shares 
Preferred Stock $10 Par Value, 
Noncumulative 5,000 Shares 
Authorized, None rssued 
Common Stock $0.10 Par Value 
50,000 Shares Authorized 
316,928 Shares Issued 
Contributions in Excess of Par Value 
Premium on Common Stock 
Total Contributed Capital 
Excess of Book Value Over Cost 
of Subsidiary Companies 
Retained Earnings 
Unappropriated 
Less: Cost of Treasury Stock 
Cost of Subsidiary of 
of Shares Held 
Total Stockholders Equity 
Total Liabilities and Stockholders Equity 
34,862.00 
308,315.00 
343' 177.00 
108,216.00 
203,611.00 
655,007.00 
19,944.00 
55,000.00 
580,061.00 
2,667,669.00 
EXHIBIT VI 
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ESTIMATED EXPENSES OF COMMON STOCK ISSUE 
(EXCLUDING UNDERWIRTER 1 S COMMISSION) 
1. Registration Statement Fee Under Securities Act of 1933 $ 182.00 
2. Federal Issue Stamp Taxes 
3. Printing Prospectus and Other Documents 
4 • . Printing Stock Certificates 
5. Transfer Agent's Fees and Expenses 
6. Accounting Fees and Expenses 
7. Legal Fees and Expenses 
8. Underwriter's Expenses 
9. Miscellaneous 
Total Expenses 
1,500.00 
4,000.00 
150.00 
1 ,000.00 
500.00 
200.00 
10,000.00 
500.00 
$17,532.00 
APPENDIX II 
SURVEY OF SMALL BUSINESS CORPORATIONS 
First Underwritten Issue of Common Stock Sold to the Public 
Please circle correct answer or complete the statement: 
1. What industry is your company in? 
a. Manufacturing 
b. Retai 1 or wholesale trade 
c . Services 
d. Public uti 1 ities 
e. Other (specify)---------------
2. What was your approximate sales volume the year you 
first sold underwritten common stock to the public? 
a. Under $! mi 11 ion 
b. H to $1 mi 11 ion 
c . $1 to $2 mi 11 ion 
d. $2 to $3 mi 11 ion 
e. Over $3 mi 11 ion 
3. What were the total assets of your company that year? 
a. Under $! mi 11 ion 
b. H to $1 mi 11 ion 
c. $1 to $2 mi 11 ion 
d . $2 to $3 mi 11 ion 
e. Over $3 mi 11 ion 
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4. What was the main reason you decided to sell common 
stock? 
a. Need for immediate working capital 
b. Fixed asset requirements 
c. Equity required for growth 
d. Allow individual owners to withdraw their ownership 
e. Other (specify)------------------
5. What alternate sources of financing were available, if 
any? 
a. Bank loans 
b. Public sale of debentures 
c. Public sale of preferred stock 
d. Private placements 
e. Other (specify)------------------
6. What was the size of your first underwritten public issue 
of common stock? 
a. Under $150,000 
b. $150,000 to $300,000 
c . H to $1 mi 11 ion 
d. $1 to $1-! mi 11 ion 
e. $1-! to $2 mi 11 ion 
7. How did you obtain your underwriter? 
a. Persona 1 acquaintance 
b. Director or officer of the company 
c . Banking community 
d. 
e. 
Shopped around 
Other (specify) 
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8. Was the underwriter a national or local firm? 
9. What was the price of this issue of common stock to 
the public? 
a. Under $10 
b. $10 to $20 
c. $20 to $30 
d. $30 to $40 
e . Over $40 
10 . What percentage of your voting stock is publicly held? 
a. Under 10% 
b. 10% to 25% 
c. 25% to 40% 
d. 40% to 50% 
e. Over 50% 
REMARKS 
APPENDIX Ill 
SURVEY OF UNDERWRITERS 
Small Business Corporations 
First Underwritten Issue of Common Stock Sold to the Public 
Please circle correct answer or complete the statement: 
1. What was the total amount of underwritings you managed 
last year? of underwritings you participated in 
last year? 
2. What percentage of your first public offerings was 
secondary issues? 
a. Under 20% 
b. 20% to 40% 
c. 40% to 60% 
d. 60% to 80% 
e. Over 80% 
3. What type of long-term financing do you initially recom-
mend for a small business? 
a. Private Placement 
( 1) Common stock 
(2) Convertible debentures 
(3) Convertible preferred stock 
(4) Other 
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b. Pub! ic Issue 
(I) Common stock 
(2) Convertible debentures 
(3) Convertible preferred stock 
(4) Other 
4. How many corporations, which you underwrite, have alternate 
sources of long-term funds available? 
a. Under 20% 
b. 20% to 40% 
c. 40% to 60% 
d. 60% to 80% 
e. Over 80% 
5. Do you underwrite Regulation 11A'' {$300,000 or Jess) 
common stock issues? 
a. Yes Approximately how many per year? 
b. No 
6. Do you underwrite Regulation 11 C11 (over $300,000) common 
stock issues? 
a. Yes Approximately how may per year? 
b. No 
7. What is the minimum common stock issue that your firm 
will underwrite? 
a. Under $150,000 
b. $150,000 to $300,000 
c. Not Jess than $300,000 
-
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d. $~to $1 mill ion 
e. $1 to $2 million 
8. Do you normally maintain an after market in the 
companies you underwrite? 
a. Yes 
b. No 
9. What type of underwriting agreement do you generally 
utilize with Regulation ''AI' issues? 
a. Firm commitment 
b. Best efforts 
c. Other 
--------------------
--with Regulation 11 C11 issues? 
a. Firm commitment 
b. Best e fforts 
c. Other 
-------------------
10. Do you usually request stock options and warrants in 
companies you underwrite? 
a. Yes 
b. No 
lf ,yes, are they usually exercisable below; 
~. or above the pub! ic offering price? 
II. What percentage of your clientele is presently interested 
in small business corporations' first underwritten issue of common 
stock? 
a. Under 20% 
b. 20% to 40% 
c. 40% to 60% 
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d. 60% to 80% 
e . Over 80% 
Has interest waned since the decline of the stock market? 
a . Yes 
b. No 
12 . What do you believe is the most important factor in 
deterring privately owned businesses from public financing? 
a. Lack of knowledge 
b . Fear of loss of control 
c. Reluctance to reveal information for competitive 
reasons 
d. Responsibility to stockholders 
e. Reluctance to share profits 
REMARKS 
APPEND I X IV-
UNDERWRITING CHECK LIST 
Give all applicable data. Where not applicable, so state. 
1. Introduction 
a. Name of business 
b. When established 
c. Where located 
d. Where incorporated 
2. Nature of the Business 
a. Kinds of goods or services produced and sold 
b. Significant contracts or sub-contracts with other 
orgnaizations 
c. Research and development activities 
d. Patents, copyrights, and trademarks 
e. Competition: What is the general position of the 
business in the industry? 
f. Personnel: number of employees 
g. Sales methods: National or local? Type of advertising 
used: Types of customers {primarily wholesale or retail)? Types of 
billings and collection? Problems in collecting payments? 
h. Projections of sales and capital needs for the next 
three to five years. 
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i. Other information which might assist in the sale of 
any securities issued 
3. Property and Holdings 
a. Description of properties and buildings now owned , 
including cost and present method of depreciation 
b. Properties leased, including name of lessor and 
description of lease . 
c. Ownership of other businesses or properties not di-
rectly used in the business 
d. Proposed acquisitions of property and other businesses 
4. Previous Financing 
Terms under which any financing has been effected in the 
last three years 
5 . Amount and Use of Proceeds 
a. Amount of money now needed or requested for financing 
b. Precise projects for which this money is to be used , 
such as the acquisitlon of properties, modernization of plant, expansion 
of plant, payment of debts, expansion of sales force, etc . 
6. Kind of Ownership 
Individual? Partnership? Corporation? 
7. Organization 
One-man operation? Include charts showing major de-
partments and lines of authority and responsibility, where applicable 
8. Capitalization 
a. Common stock, authorized and issued 
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b. Bonds 
c. Loans 
d. Dividend policy, if any 
9 . Principal Owners or Holders of Securities 
Names and the amount or percentage of the holding of 
each 
10. Management 
a. Biographical sketches of officers, directors and 
promoters, including previous business experience, and special talents 
applicable to the business 
b. Remuneration of officers and directors. 
11. Key Employees 
Names, ca pabi 1 ities, methods of compensation, bonus and 
profit-sharing plans, etc . 
12. Inte rest of Owners and Management in Relevant Trans-
actions 
Does the business have contracts with any principal 
owner or officer of the business in any capacity other than owner or 
officer of the business? 
13 • . Options 
Who has options and what kind ? 
14 . Litigation 
Are any legal suits pending against the business? Describe 
15 . Other Organizations Approached for Financing 
Names, dates, and responses 
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16. References . 
Names and locations of banks and other financial in-
stitutions with which the business and its officers have done business 
17. Balance Sheet and Auditor's Certification 
18. Comparative Statement of Income and Expense for the 
Last Three Years 
Source: Underwriting Check List from Balogh & Company, Washin gton, D.C. 
APPENDIX V 
INFORMATION REQUIRED ON REGISTRATION STATEMENT 
FORM S-1 
Part I 
Information Required in Prospectus 
Item l. Distribution Spread 
Item 2. Plan of Distribution 
Item 3 . Use of Proceeds to Registrant 
Item 4. Sales Otherwise than for Cash 
Item 5. Capital Structure 
Item 6. Summary of Earnings 
Item 7. Organization of Registrant 
Item 8. Parent of Registrant 
Item 9. Description of Business 
Item 10. Description of Property 
Item ll. Organization Within 5 Years 
Item 12. Pending Legal Proceedings 
Item 13. Capital Stock Being Registered 
Item 14. Long-Term Debt Being. Registered 
Item 15. Other Securities Being Registered 
Item 16. Directors and Executive Officers 
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Item 17. Remuneration of Directors and Officers 
Item 18. Options to Purchase Securities 
Item 19. Pr inc i pa 1 Holders of Securities 
Item 20. Interest of Management and Others in Certain Transactions 
Item 21. F i nanc i a 1 Statements 
Part I I 
Information Not Required in Prospectus 
Item 22. Marketing Arrangement 
Item 23. Other Expenses of Issuance and Distribution 
Item 24 , Relationship with Registrant of Experts Named in Registration 
Statement 
Item 25. Sales to Special Parties 
Item 26. Recent Sales of Unreglstrered Securities 
Item 27. Subsidiaries of Registrant 
Item 28. Franchises and Concessions 
I tern 29. I ndemn if i cation of Directors and Officers 
Item 30. Treatment of Proceeds from Stock Being Registered 
Item 31. Financial Statements and Exhibits 
Source: Securities and Exchange Commission Form S~l Registration 
Statement under the Securities Act of 1933. 
I tern 1.. 
I tern 2 .• 
Item 3. 
Item 4. 
Jtem 5. 
Item 6. 
Item 7. 
Item 8. 
Item 9. 
Item l 0. 
Item ll. 
Item l. 
Item 2. 
APPENDIX VI 
INFORMATION REQUIRED IN LETTER OF NOTIFICATION 
UNDER REGULATION 11A11 -- FORM 1-A 
The Issuer 
Predecessors, Affiliates and Principal Security Holders of 
Issuer 
Directors, Officers and Promoters 
Counsel for Issuer and Underwriters 
Actions Against the Issuer or its Predecessors or Affiliated 
Issuers 
Actions Against Directors, Officers and Others 
Connection of Underwriters with Other Offerings 
Jurisdictions in Which Securities Are to be Offered 
Unregistered Securities Issued or Sold Within One Year 
Other Present or Proposed Offerings. 
Exhibits. 
Schedule I 
Information Required to be Included 
In the Offering Circular 
Statement on Outside Front Cover Page Concerning Exemption 
Exact Name and Address of the Issuer and Date and State of 
Incorporation 
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Item 3 . ~. Tabular Form on Outside Cover on a Per Share Basis 
The Offering Price to the Public, Underwriting Discounts 
Or Commission, and Proceeds to Issuer or Other Persons 
b. Name and Address of Each Security Holder Selling Stock 
For Own Account and Total Amount Owned 
Item 4 . a . State Amount of Securities Offered Prusuant to Exemption 
Aggregate Offering Price to the Public, Aggregate Under-
writing Commissions, the Amount of Expenses of Issuer and 
Amount of Underwriters Expenses to be Borne by the Issuer, 
and Selling Stockholders . 
b. If Securities Not Offered for Cash, State the Basis upon 
Which the Offering is to be Made 
Item 5. State the Plan of Distribution for These Securities 
Item 6. Describe the Use of the Net Proceeds Received by Issuer and 
State whethe r there are any Arrangements for Return of Funds 
to Investors 
Item 7. Gfve a Description of the Securities to be Offered Pursuant 
to this Exemption 
Item 8. Brief Description of the Business 
Item 9. Discussion Concerning Directors, Officers and Controlling 
Stockholders 
Item 10. Description of Options and Warrants 
Item 11 . Financial Statements 
Source: Securities and Exchange Commission Form 1-A Regulation 11A1 ' 
General Exemption from Registration Under the Securities Act 
of 1933. 
BIBLIOGRAPHY 
Articles and Periodicals 
11 Bank for Small Business: Proposed Capital Bank, 11 Business Week, 
(April 26, 1958), p. 148. 
Barnes, W. B. 11 Equity Financing for Small Business, 11 Burroughs Clearing 
House, XXXIX (September, 1955), 14-15. 
Buell, J. L., Jr. and Weaver, Robert A., Jr. 11 Small Company's Most Im-
portant Capital, 11 Dun's Review and Modern Industry, LXIX (March, 
1957). 13. 
Defranceaux, G. W. ''Report: A SBIC in Action, 11 Burroughs Clearing 
House, XXXXV (October, 1960), 53. 
Fitzgerald, C. L., Jr . 11 Problems in Review: Small Business Financing, 11 
Harvard Business Review, XXXVI I (March, 1959), 6-8. 
Flora, C. W. 11 Bankers Suggest Program to Meet Small Business Equity 
Capital Needs, 11 The Commercial and Financial Chronicle, CLXXXVI I I 
(May, 1958), 1977. 
Gadsby, E. N. 11 Financing Problems of Small Business, 11 The Commercial 
and Financial Chronicle, CLXXXVI (December, 1957), 2656. 
Graham, Thomas. 11 Small Business Will Disappear Unless Financing is 
Obtai nab I e ,'' The Commercial . and Financial Chronicle, CLXXXV I I 
(May, 1958), 2084. 
Krusen, K. S. 11 Equity Financing for Small Business, 11 Dun's Review and 
Modern lndsutry, LXXI I I (May, 1959), 59-61. 
McMahon, J. W. 11 Small Business Financing Problems, 11 The Commercial and 
Financial Chronicle, CLXXXV (July, 1957), 2997 . 
' 'New SBIC's Trend in Public Stock Sales as Quickest Route to Capital 
Expansion, 11 Business Week, (September, 1960), p . 121. 
11 Problem of Maintaining Equity Control in a Growing Firm, 11 Burroughs 
Clearing House, XXXIV (May, 1960), 12. 
262 
263 
11 SBIC- - New Investment Force,'' Financial World, CXIV (September, 1960}, 
3-4. 
Schweiger, I • ''Adequac y of Financing for Small Business S i nee World 
War 11:'Journal of Finance, XIII (September, 1958), 323-347. 
Shoemaker, J. W. 11 lnvestment Bankers' Role in Financing Small Business, 11 
The Commercial and Financial Chronicle, CLXXXIV (December, 
1958)' 2510-2511. 
Skinner, Jean Ross. 11 Private P lacement, 11 Dun's Review and Modern Industry, 
(January, 1963), p. 35. 
''Small Business Financing, 11 Federal Reserve Bulletin, XXXXVII (January, 
1961) ' 8-22. 
Tyng, E. 11 Development Corporations; Small Business Need for Funds, 11 
Burroughs Clearing House, XXXI X (August, 1955), 33-35. 
Wall Street Journal. 1962. 
Wheat, Francis M. and Blackstone, George A. 11 Guideposts for a First 
Public Offering, 11 The Business Lawyer, XV (April, 1960), 
539-564. 
Wooten, P. 11 New He 1 p for Sma 11 Business, 11 Dun 1 s Review and Modern 1 n-
dustry, LXXIII (February, 1959), 107- 108. 
Books 
Badger, Ralph E., Torgerson, Harold W., and Guthman, Harry G. Invest-
ment Principles and Practices. 5th ed. revised. Englewood 
Cliffs, New Jersey: Prentice- Hall, Inc., 1961. 
Flink, Salomon J. Equity Financing f o r Small Business. New York: 
Simons-Boardman Publishing Corporati o n, 1962. 
Firend, Irwin, et al. The Over- the- Counter Securities Market. New 
York: McG raw-Hill Book Company, Inc., 1958. 
Guthmann, Harry G. and Dougall, Herbert E. Corporate Financial Po licy. 
3rd ed. revised. Englewood Cliffs, New Jersey: Prentice-Hall, 
Inc. , 1956. 
Hunt, Pearson, Wi lliams, Charles M., and ·Donaldson, Gordon. Basic 
Business Finance. Homewood, Illinois: Richard D. Irwin, Inc., 
1958. 
264 
Investment Bankers Association of America. Fundamentals of Investment 
Banking. New York: Prentice-Hall, Inc., 1949. 
lsraels, Carlos L., et al. {eds.). When Corporations Go Public. New 
York: Practising Law Institute, 1962. 
Kaplan, A. D. H. Small Business: Its Place and Problems. New York: 
McGraw-Hill Book Company, Inc., 1948. 
Leness, George J., Martin, Gillett K., and Gilmartin, Roger T. New 
Money for Business: Techniques of Long Term Corporate · Financ-
~· NewYork: McGraw-Hill BookCompany, Inc., 1956. 
Mangold, Maxwell J. How Public Financing Can Help Your Company Grow. 
New York: Pilot Publication , 1959. 
Pra ther, Charles L. Financing Business Firms. Homewood, Illinois: 
R. D. Irwin Co., 1961. 
Stevenson, Harold W. · Common Stock Financ ing. Ann Arbor, Michi gan: 
University of Michigan, 1957. 
Weissman, Rudolph L. Small Business and Venture Capital. New York: 
Harper & Brothers Publishers, 1945. 
Welfling, Weldom. Financing Business .Enterprise. New York: American 
Institute of Banking, 1960. 
Government Documen ts 
Anthony, Edward L. {ed.). Egu i ty Capita 1 and Sma 11 Business. {U. S. 
Small Business Administration: Small Business Management Series 
No . 24). Washington, D.C.: U.S. Government Printing Office, 
1960. 
Flink, Salomon J. Eguity Financing of Small Manufacturing Companies 
in New Jersey. {New Jersey Department of Conservation and 
Economic Development: Small Business Management Res earch Re-
ports). Trenton, New Jersey, March, 1962. 
Par ris, James L. A letter sent to all licensed small business invest-
ment companies by the Deputy Administrator of the U.S. Small 
Business Administration. October 26, 1962. 
Tower, Ralph B. A Handbook of Small Business Finance, 5th ed. (U.S. 
Small Business Administration: Small Business Management Series 
No. 15). Washington, D.C.: U.S. Government Printing Office, 
1961. 
265 
U. S. Board of Governors of Federal Reserve System. Financing Small 
Business. Report to the Committees on Banking and Currency 
and the Select Committees on Small Business, 85th Cong ., 2d 
Sess. Washington, D.C.: U.S. Government Printing Office, 
Apr i l , 1958. 
U.S. Board of Governors of Federal Reserve System. The Cost and 
Availability of Credit and Capital to Small Business. Wash-
ington, D.C.: U.S. Government Printing Office, 1956. 
U.S. House of Representatives, Select Committee on Small Business. 
How to Obtain Financing Under SBI Act of 1958. 85th Cong., 
2dSess., 1958. 
U.S . Securities and Exchange Commission. Cost of Flotation of Corpo-
rate Securities 1951-1955. Washington, D.C.: U.S . Government 
Printing Office, 1957. 
U.S. Securities and Exchange Commission. Form S-1 Registration State-
ment Under the Securities Act of 1933. A brochure containing 
instructions for the preparation of the registration state-
ment as in effect February 20, 1958. 
U.S. Securities and Exchange Commission. 
Under the Securities Act of 1933. 
Government Printing Office, 1962. 
General Rules and Regulations 
Washington, D.C.: U.S. 
U.S. Securities and Exchange Commission. Privately-Placed Securities--
Cost of Flotation. Washington, D.C.: U.S . Government Printing 
Office, 1962. 
U.S. Securities and Exchange Commission. Regulation A. General Ex-
emption from Registration Under the Securities Act of 1933. 
A brochure containing instructions for the preparation of the 
letter of notification and offering circular as in e ffect 
August 15, 1962. 
U.S. Securities and Exchange Commission. The Work of the Securities 
and Exchange Commission. Washington, D.C.: U.S. Government 
Printing Office, 1962. 
U.S. Securities and Exchange Commission. Twenty-Seventh Annual Report, 
1961. Washington, D.C.: U.S. Government Printing Office, 1962. 
U.S. Small Business Administration. How to Obtain Financing Under the 
Small Business Investment Act of 1958. Washington, D.C.: U.S. 
Government Printing Office, 1959. 
U.S. Small Business Administration. The SBI C. Washington, D.C . : U.S. 
Government Printing Office, 1962. 
266 
U.S. Senate, Committee on Banking and Currency. Factors Affecting the 
Stock Market. Report No. 1280, 84th Cong. , 1st Sess. , July 30, 
1955. 
Reports 
Chamber of Commerce of the United States of America. Small Business: 
Its Role and Its Problems . A report prepared by the Economic 
Research Department. Washington, D.C.: C.hamber of Commerce 
of the United States of America, 1962. 
Smith, Harold T. Equity and Loan Capital for New and Expanding Small 
Business. Kalamazoo, Michigan: TheW. E. Upjohn Institute for 
Employment Research, 1959. 
Other Sources 
Jolivet, Vincent M. 11 Public Financing for Small Corporations. 11 Un-
published Ph. D. dissertation, Harvard University, 1956. 
Persona 1 interviews 'with investment bankers, the managements of sma 11 
corporations and individuals in Government regulatory agencies. 
Registration statements, letters of notification, prospectuses and 
offering circulars were utilized in the preparation of this 
study. 
